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PREFACE 


This book has its origin in a resolution adopted by the Assembly 
of the League of Nations in September 1930 by which it was decided 
that an attempt should be made to co-ordinate the analytical work 
then being done on the problem of the recurrence of periods of 
economic depression 

The literature concermng economic depressions and what is 
currently and somewhat loosely described as the trade cycle is 
abundant, and the pubhcation of a further book on the theory of 
such cycles was not the primary object of the enquiry undertaken 
as a result of this resolution This book is incidental to the first 
step in that enquiry 

It is apparent from the persistence with which depressions 
occur, from the gravity of their economic and social effects, and 
from the growing consciousness of that gravity, that—however 
abundant the hterature on the subject, however elaborate and 
specious the theories—oui knowledge of the causes of depressions 
has not yet reached a stage at which measures can be designed to 
avert them This failure of society to control its own destinies 
may be due to one of three causes It may be due to the fact that 
the causal relationship of e\ents has not up to the present been 
ascertained, it may be due to the fact that, altliough the truth 
has been discovered and stated, it hes buried and obscured in a 
mass of false theory, finally, it may be due to the fact that, although 
the truth is known and recognised, depressions arc as inevitable 
a phenomenon of our present economic structure as famines were 
of a more primitive economy which lacked means of transport 
and of storage 

The ultimate object of all enqmries into the occurrence of 
depressions must be to find ways and means to avert depressions 
or, if they are m fact mevitable, to render the structure of society 
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more apt to meet the shock which they cause But, if practical 
measures to avert depressions, or to lessen their intensity or dura¬ 
tion, or to adapt the economic structure to them can in the end be 
found, their discovery is hkely to result from a slow and protracted 
process of research and their practical value is hkely to result from 
a slow and painful process of trial and error 

With these considerations in mind, the enquiry undertaken by 
the League has been designed, not with a view to the elaboration 
of a new and complete theory of the cycle, but with the object of 
analysing and sifting (if necessary, supplementing) the theories 
which already exist and subjectmg those theories to the test of fact 
The first stage in the League enquiry, therefore, has been to 
examine existing theories with a view to ascertaining what they 
had in common, the points at which differences of opinion arose 
and, in so far as possible, the causes of those differences 

In the second stage, which has now just been mitiated, an 
endeavour will be made to confront these various theories with 
the historical facts—to subject them in so far as these facts can be 
quantitatively expressed to statistical analysis, in so far as they are 
not quantitatively expressed to the recounted records of the past 
This present volume is concerned with the first stage only 
Professor Haberler, to whom the conduct of the enquiry in its 
mitial stages was entrusted, has divided it into two parts Tne 
first part contains a systematic analysis of existing theories, the 
second an attempt to weave from those theories a general synthesis 
A first draft of the systematic analysis was sent to the authors 
quoted for comments and criticisms While this precaution was 
clearly necessary (and ready and most valuable help was afforded). 
It must not be interpreted as implying that the various authors have 
thus made themselves responsible for the summary of their reason¬ 
ing contained in the following pages A summary can never be 
a perfect leflection of what it summarises, and indeed one author—■ 
though only one—rephed that his exposition would not remain 
recognisable if thus compressed 

In the course of tins analysis of existing theories, it became 
apparent that many of the seemmg differences of doctrme were due 
rather to the use of different terminologies than to any more 
fundamental causes 
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VII 


The measure of agreement which appeared to exist between 
those who have devoted special attention to the problem of the 
trade cycle seemed to justify an attempt to make from their theories 
even at this early stage of the work the general synthesis which 
constitutes the second part of this volume This synthesis, how¬ 
ever, is more than a simple patching together of the theorems of 
others it is an attempt to create a hving and coherent, if incom¬ 
plete, theory on the basis of the knowledge at present available. 
But It IS confessedly tentative and preliminary as Professor 
Haberler states in his Introduction, there are many points at which 
no definite solution can be proposed At such pomts, various 
possibihties are suggested and these possibilities will be examined 
during the second stage of the enquiry Indeed, the whole of 
this general synthesis will be subjected, together with the first 
part, to statistical control and test during the second stage of the 
enquiry The intention is to confront the theories with the 
ascertainable facts—at first with those which can be expressed in 
terms of figures and later with those less tangible facts which the 
annals of the past record—^with a view at once to testing the 
accuracy of the explanations or partial explanations of the cycle 
now current and to furnislung the basis of fact necessary for the 
further development of theory where theory is weak, views are 
discordant or doubt exists 

The pubhcation of this work may, it is hoped, give rise to further 
discussion in a wider circle than could be approached by direct 
correspondence or by meetings 

A Loveday, 

Director of the Financial Section 
and Economic Intelligence Service 

Geneva, September 1936 



PREFACE TO THE 1939 EDITION 


In preparing the new edition of this book, Professor Haberler 
has subjected the whole manuscript to a thorough revision 
The references to the literature on the subject with which he deals 
have been brought up to date In the light of criticisms received, 
each step in the analysis has been carefully reconsidered and, m a 
number of cases, the argument has been modified or clarified 
The mam innovation, however, is the addition of a new chapter 
at the end of the first part This chapter deals with the very rich 
literature on the subject which has come into existence since the 
completion of the manuscript of the first edition The manu¬ 
script of Part I of that edition was substantially completed as long 
ago as December 1935, and that of Part II by the middle of 1936 
The objects of this new chapter are to assess the contribution 
of this recent literature to business-cycle theory as a whole and, 
as in earlier chapters, to consider how far apparent differences 
between theories are real or due only to the use of different 
terminologies 

A Loveday, 

Director of the Financial Section 
and Economic Intelligence Service 

Geneva, April 1939 
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INTRODUCTION 


As has been explained in the Preface, this book 
Purpose IS a first step in a more extehded enquiry undertaken 
of the book by the Economic Intelligence Service of the Secre¬ 
tariat of the League of Nations into the causes of 
the recurrence of periods of economic depression 

The present study confines itself to the task of analysmg 
existing theories of the business cycle and denvmg therefrom 
a synthetic account of the nature and possible causes of economic 
fluctuations However, the next stage in this investigation—the 
application, as far as possible, of quantitative tests to the various 
causal hypotheses—has largely influenced the manner in which 
the preliminary problem has been approached in the followmg 
pages The reader is invited to keep in mind, while studying the 
picsent report, the fact that it is planned as but a part of a greater 
whole 

In view of the scope of the investigation as a 
Analysis whole, the purpose of the first part of this report— 

of theories / e , of the Systematic Analysis of the Theories of 
the Busmess Cycle—is not to present a history of 
the development of economic thought on this subject (although 
every attempt has been made to interpret as accurately as possible 
the meaning of the various writers whose theories are discussed), 
nor to give anything hke an exhaustive bibliography of business- 
cycle theory The purpose is rather to gather together various 
hypotheses of explanation, to test their logical consistency and 
their compatibility with one another and with accepted economic 
principles It is mtended to give a rounded picture of the possible 
explanations of economic fluctuations and it is hoped that, by 
theoretical reasoning, the number of these possibihties can be 
considerably reduced 
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The second part of the present report—the “ Syn- 
Synthetic thetic Exposition relating to the Nature and Causes 
txpostUon of of Business Cycles”—contains the comprehensive 
the nature of explanation which emerges from the analysis of 
the (ycle theories m the first part As has been said, it does not 
claim to be an entirely new theory, but a synthesis and 
development of existing theories, so far as they can be synthesised. 
What is presented there is furthermore not a closed and rigid system, 
but a flexible and open one. there are many points where no definite 
solution can be proposed, but where the existence of a number of 
possibihties will be indicated The choice between these can then be 
made only on the basis of empirical mvestigations In many cases, 
theoretical reasoning supported only by such broad facts as one 
happens to know without special statistical or historical investiga¬ 
tions can put intelligent questions,but cannot definitely answer them. 

That by analysing various theories it should be possible to give 
an explanation of the business cycle which, while leaving some 
questions open or offering in other cases alternative answers, 
nevertheless clarifies a number of problems presupposes that the 
difference between the theories analysed is not so radical as is 
sometimes beheved In fact, the assumption is that the real 
differences in opinion have been frequently exaggerated, and that, 
for certam important questions, a much greater harmony between 
writers of different schools can be estabhshed than the superficial 
observer would beheve or even than these same writers would 
be willmg to admit It is a natural thing that most writers are 
inclined rather to dwell on the controversial issues than to stress 
the pomts of general agreement Here the opposite prmciple 
will be followed and, in the following sections, it will be shown 
how theories which seem prima facie to contradict one another can 
sometimes be reconciled. 



Part I 

SYSTEMATIC ANALYSIS OF THE THEORIES 
OF THE BUSINESS CYCLE 




CHAPTER I 


PRELIMINARY REMARKS 


§ I THE EXPLAMAIION OF THE BUSINESS CYCLE 

Before we begin the exposition of the various theories of 
the business cycle, some remarks may be advisable on the 
general logical nature of any explanation of the cycle, and on the 
mutual relation between various possible explanations (theories) 
The implications of these observations will be fully reahsed only 
in the light of subsequent pages where these formal principles are, 
so to speak, put to work Nevertheless, it seems useful to touch 
upon these things at the beginning in order to avoid misunder¬ 
standings The study of the various theories will be more fruitful 
if the following general remarks are kept in nund 

Such a complex phenomenon as the business 
Pluralttj cycle, which embraces almost aU parts of the 

of causes economic system, does not easily lend itself to 

explanation by any one factor Even if we assume 
from the begmmng that the same explanation of the busmess 
cycle holds good in the highly industrialised countries of Western 
Europe and America as well as in industrially less developed 
countries such as New Zealand or Roumama, and m the twentieth 
century as well as at the beginning of the nineteenth—neither of 
which assumptions is by any means self-evident—it is not easy 
to speak of the cause of the business cycle Few writers have 
ventured to proclaim just one smgle factor as the cause of the 
busmess cycle or of depression m particular In fact, explanations 
which run m terms of one smgle cause have been more and more 
discredited and should be regarded with suspicion The majority 
of modern writers on the subject are careful to pomt out that a 
whole set of factors, and perhaps not always the same combmation 
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of factors, contribute towards producing an alternation of pros¬ 
perity and depression Frequently, the difference between various 
theorists is rather a difference in the emphasis laid upon the different 
factors than a difference in the enumeration of contributmg causes 
and conditions 

Even those writers whose theory centres round one smgle 
factor which they make responsible for the busmess cycle —e g , 
crop variations, or mventions, or the acceleration of derived 
demand, or changes m demand, or waves of optimism and pessi¬ 
mism—are forced to admit that what they call the cause of the 
business cycle can produce its effect only m a certam economic 
institutional environment They assume, exphcitly or imphcitly, 
a certam structure of the exchange economy, a certam rigidity of 
wages and contracts, a certam behaviour of investors, the presence 
or absence of a certam amount of knowledge and foresight amongst 
entrepreneurs, a certam monetary organisation, etc The busmess 
cycle might well not appear (^r) if those “ active ” forces (crop 
changes, mventions, changes m demand, etc) were absent, or 
if) if one or several of the significant features m the economic insti¬ 
tutional framework were changed , if, for example, wages and 
contracts were perfectly plastic, if entrepreneurs behaved m a 
different way, if they possessed perfect foresight or if the monetary 
orgamsation were different and monetary authorities took steps 
to prevent repercussions m a word, if they were to behave 
differently from what they actually do 

It might therefore )ust as well be mamtamed that the rigidity 
of our economic system, or its financial or monetary orgamsation, 
or particular features of the latter, are the causes of the cycle as 
that mventions or crop changes or changes in demand are 
responsible 

Normally, a complex phenomenon such as 
Theories the busmess cycle is caused and conditioned 
differ mainly a! by a large number of factors and circumstances 
to emphasis Even if the same theory holds good for all 
cycles, there is still room for a multitude of 
“ different ” explanations which need not all be logically exclusive 
and contradictory Each of them stresses one or other of the 
relevant factors and conditions and calls it the “ dominant ” or 
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“ causally relevant ” one The other factors are neglected, or it 
IS assumed that they do not change or cannot be changed, or that 
It IS for some reason not desirable to change or ehmmate them (e g , 
inventions) or that their changes cannot be further explained (at 
least not by the economist) and that they must therefore be taken for 
granted In particular, monetary and non-monetary explanations 
of the busmess cycle seem to be frequently reconcilable. The non¬ 
monetary theorist (who stresses, eg, the impact of inventions, 
or changes in demand with intensified changes in derived 
demand) often tacitly assumes—or ought logically to assume— 
the willingness and ability of the banking system to expand 
credit on existing terms, whereas the monetary theorist takes such 
disturbmg events as inventions or changes in demand for granted 
and blames the monetary authorities for not adjustmg the terms 
of credit 

These considerations suggest that it is useful 
Classification to distinguish certain types of causal factors 
of causal One may draw a distinction, for instance, 
factors between active and passive factors or, in other 
words, between causes and conditions or between 
conditions per quam and conditions sine qua non Inventions, crop 
changes, changes in demand are active factors, while institutional 
circumstances such as are mentioned above should be classified 
as passive conditions Sometimes this distmction may be useful, 
but frequently it is difficult or impossible to draw a sharp hne 
between the two types of factors How is it possible to deade 
whether any given action on the part of the banks, such as lowermg 
the discount rate when reserves are running high or failure to 
raise the rate when the demand for credit rises (/ e , when the 
“ natural rate ” has risen), is an “ active ” or a “ passive ” factor ^ 
This IS obviously a termmological question and it is frmtless to 
press for an answer in every smgle case 

The real distmction—m some cases—is between controllable 
and uncontrollable factors ^ The weather, eg, is uncontrollable, 
while institutional factors are at least in theory controllable 


* C/ J M Clark, Strategic Factors in Business Cycles, New York, 
1935, pages 4-5 and passim 
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Among factors, hiithermore, which can in pfincipie be controlled, 
there are those which one does not find it desirable, for one reason 
or another, to control or to ehrainate altogether — e£, inventions, 
or the hberty of the recipient of income to spend his income or 
to save It, or to exercise freedom of choice in regard to his consump¬ 
tion or occupation Needless to say, opinion as to what it is 
possible and desirable to control or influence varies from time to 
time and from person to person 

A more usual if less pragmatic classification is that of causes 
which originate within and causes which originate outside the 
economic system Wars, inventions, crop changes (so far as 
they depend on the weather and are not economic adjustments to 
changes in demand, prices or cost), spontaneous changes in demand 
(so far as they are due to changes in taste and are not simply a 
reaction to changed supply conditions) are examples of outside 
causes Changes in production due to changed demand condi¬ 
tions, price changes due to rise in cost, intensified demand for 
producers’ goods due to changes in demand for consumers’ goods 
are examples of economic causes But what is to be called an 
ecottomc and what a non-economc factor or circumstance is frequently 
rather a matter of convention than of argument 

Closely connected with the distinction between 
'Exogenous and economic and non-economic factors and causes is 
endogenous the distmction between “ exogenous ” and “ endoge- 
theories nous ” theories of the business cycle Exogenous 
theories are those which assume external disturb¬ 
ances— e g , crop changes or inventions—m order to explain the 
busmess cycle Endogenous theories rely exclusively on move¬ 
ments which can be explained economically This distinction, too, 
IS not always defimte Is the monetary theory, which explams the 
busmess cycle in the hght of certain actions or a certain pohey 
on the part of the banking authorities, to be regarded as exogenous 
or endogenous ^ If the banks lower the rate of interest, thereby 
mducmg a credit inflation, their action will presumably be regarded 
as an exogenous factor but suppose they do not raise the rate 
sufficiently m face of a rising demand for credit (due, eg, to inven¬ 
tions) with the same result in the shape of a credit inflation— is that 
the operation of an exogenous factor ^ 
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It has been attempted to give more precision to the distmction 
between exogenous and endogenous theories by saying that the 
former assume movements in the data, while the latter suppose 
the data to remain constant ^ This distinction is precise enough 
once the general theoretical system on which a writer builds his 
theory of the busmess cycle has been determmed and accepted, 
but It is not possible to lay down beforehand once and for all what 
phenomena are to be regarded as accepted data and what are 
magmtudes to be explamed and determmed in the hght of those 
data What the theory of yesterday accepted as data, we try to 
explam to-day, and the independent variables (data) on which 
we bmld to-day may become dependent variables to-morrow 
All attempts to make a definite distmction between data and results 
lead back to the earher conception which regards forces or move¬ 
ments of a “ non-economic ” nature or “ external ” to the economic 
system as the “ data ” of economic theory But this distinction 
between “ economic ” and “ non-economic ” phenomena is a 
purely conventional one There is no reason why forces or move¬ 
ments not to be classified as economic should not become “ depen¬ 
dent ” or “ explamed ” variables of a general—as distmct from 
an economic—theory 

With very few exceptions, all serious explanations are neither 
purely exogenous nor purely endogenous In almost all theories, 
both the “ originating factors ” and the “ responses pf the busmess 
system ” (to use the expression of J M Cl\rk^) play a role 
On the one hand, a purely exogenous theoiy is impossible Even if 
one assumes a weather cycle, the pecuhar response of the busmess 
system, which converts harvest variations into a general alternation 
of prosperity and depression, has still to be explamed On the other 
hand, a purely endogenous theory is hardly satisfactory It is 
not likely that, without outside shocks, a cyclical movement 
would go on for ever and, even if it did go on, its course would 
certamly be profoundly mfluenced by outside shocks—that is, by 
changes m the data (however these may be defined and delimited 
by economically explamed variables) 

‘ See especially Tinbergen " Suggestions on Quantitative Business 
Cycle Theory ’’ in Econometrtca. Vol III, No 3, July I935> 241 

• See his book Strategic Factors in the Business Cycle, passim 
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The interaction of exogenous and endogenous forces is intricate, 
and the logical possibihties of their mutual impacts are numerous. 
We shall not, however, discuss these problems m the abstract here 
at the beginning They will find their solution as we proceed in 
our theoretical enquiry, especially in Part II of the present report 
One methodological rule of thumb may be 
Inherent suggested at this point, however, although it will 

instability find its full justification only later For various 
in the economic reasons, it seems desirable, in the explanation of the 
system business cycle, to attach as httle importance as 
possible to the influence of external disturbances 
In the first place, large swmgs in the direction of prosperity and 
depression as we find them in real hfe are difficult to explam 
solely by exogenous forces, and this difficulty becomes an impos- 
sibihty when the alleged “ disturbances ” do not themselves 
show a wavehke movement Even if a periodic character is 
assumed {eg, in the case of crops or mventions), the hypothesis 
is full of difficulty The responses of the busmess system seem 
prma facte more important m shaping the busmess cycle than 
external shocks Secondly, historical experience seems to demon¬ 
strate that the cychcal movement has a strong tendency to persist, 
even where there are no outstandmg extraneous mfluences at 
work which can plausibly be held responsible ^ This suggests 
that there is an inherent instabihty in our economic system, a 
tendency to move in one direction or the other If it is possible 
(as we beheve) to demonstrate that such a tendency exists and to 
mdicate the conditions under which it works, it will be compara¬ 
tively easy to fit all kinds of external perturbations, mcludmg all 
State interventions, into the scheme Exogenous forces will then 
figure as the origmators or disturbers of endogenous processes, 
with power to accelerate, retard, interrupt or reverse the endogen¬ 
ous movement of the economic system * 

* What IS to be regarded as "outstanding "and "plausible "is, of course, 
a matter of dispute As there is always somethmg happening somewhere, 
it is always possible to find some external events which can be made the 
basis of a tentative explanation 

• For this reason, anything like perfect regularity in respect of the 
amplitude, length, intensity and concomitant symptoms of the cyclical 
movement is a pnon improbable 
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\Xa frequently used analogy may be adduced, not 
Mechanical to prove anythmg, but to make the meanmg of 
analogs. what has been said clearer We can compare the 
economic system with a pendulum or with a rocking- 
chair. A rockmg-chair may be made to perform fairly regular 
swmgs by quite irregular impulses (shocks) from the outside 
(Besides it may conceivably have a mechanism mstalled which 
makes it swmg without outside forces operatmg on it) In the 
explanation of the movement of the chair we must now distmguish 
two factors • the structure of the chair and the impulses from the 
outside-—endogenous and exogenous factors. The structure 
of the chair is responsible for the fact that irregular shocks are 
transformed into fairly regular swmgs An ordmary chair would 
ordinarily respond quite differently, although some particular 
kmds of impulses are thmkable (regular pushes and puUs) which 
would make it move m regular swmgs 

Naturally, the structure of the rockmg-chair—and hence the 
nature of the swmgs produced by external shocks—may be very 
different m detail The system might be so constructed that 
mcessant regular swmgs are produced if, after havmg been pushed, 
the system is left to itself Or else the swmgs may gradually 
disappear—that would be the case with an ordmary rockmg- 
chair, we speak in that case of “ d amped oscillations ” and may 
distmguish various degrees of dampenmg The opposite may be 
true, the swmgs may become more and more violent, the fluctua¬ 
tions are then said to be “ explosive ” or “ antidamped ”, or the 
system is m an unstable eqmhbrium 

The methodological suggestion made above then comes to 
this. We tentatively assume that, for the explanation of the fairly 
regular swmgs of the economic system ()ust as for those, of the roc¬ 
kmg-chair), It is more important to study the peculiar structure of the 
system and hence its responses to outside shocks than to look for 
regularities m the occurrence of these shocks This hypothesis is, 
of course, subject to subsequent confirmation or rejection 

If, therefore, m many of the foUowmg sections, not much is 
said about such external mfluences (and m particular about the 
various forms of mtervention m the economic process by the 
State or other public bodies, which figure so prommently m the 
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daily comments of economists, politicians and economic journals 
on contemporary events), this must not be taken to imply that, m 
our opimon, or m the opmion of the writers whose theories are 
reviewed, these factors do not mfluence the economic situation 
Our object is m the first mstance to isolate the responses of the 
economic system, m order to stage the scene and to describe the 
environment in which the external influences have play 

§ 2 METHOD OF THE FOLLOWING ANALYSIS 

The scope of the following analysis of theories 
Principles has been defined in the Introduction (page i) ^ 
of selection The method followed in the exposition is 
thereby largely determined No attempt has been 
made to present the various theories in chronological order 
or to picture the theoretical and sociological background of the 
various writers (except in so far as it may have been necessary in 
order to elucidate their doctrines) It has been preferred to present 
the theories m a systematic order, beginning (so far as possible) 
with the less comphcated and proceeding thereafter to the more 
complicated Frequently it happens that the latter cover aU the 
factors on which the former lay stress, while drawing attention 
to others which the former have overlooked or treated as irrelevant 
or put aside by means of a convenient simplifying assumption 
(^ ^ > by a ceteris paribus clause) 

It has been necessary to select certain authors or certain works 
as illustrative of the various hnes of thought Preference has 
been given, where there was no reason to the contrary, to the more 
recent and more accessible works No attempt has been made to 
trace every thought or hypothesis back to its origin in the history 
of econonuc doctrines 


‘ This special purpose explains the difference between the following 
exposition and the classification of theories and theorists given in such 
works as A H Hansen Business Cycle Theories, Boston, 1927 , W M 
Persons “ Theories of Business Fluctuations ” {Quarterly Journal of 
Economics, Vol 41, reprinted in Forecasting Business Cycles, New York, 
1931) . F A Hayek Monetary Theory and the Trade Cycle, London, 
1933 . Mac fie Theories of the Trade Cycle, London, 1934 
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Naturally, the work of those writers who have themselves 
attempted a synthesis of theories—such as Mitchell, Pigou, 
Robertson —had to be mentioned at several points in connection 
with the various lines of thought which they have incorporated 
m their systems Mention is not made, however, at every point 
of all the writers who have made useful contributions to the pro¬ 
blem in hand The method followed has been dictated by the 
purpose of the present enquiry it does not pretend to do justice 
to the origmahty and importance of different writers’ contribu¬ 
tions It IS not mtended to be an appraisal of the merits of various 
writers, but a review and analysis of explanatory hypotheses 

The various theories under review have been 
Heads of examined, as far as possible, under the followmg 
analysts heads 

General characteristics 

Explanation of the upswing (prosperity) 

„ „ „ upper turrung-pomt (crisis) 

„ „ „ downswing (depression) 

„ „ „ lower turning-point (revival) 

Reasons given for recurrence, periodicity, etc 
International complications 
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CHAPTER 2 

THE PURELY MONETARY THEORY 


§ I PRELIMINARY REMARKS 

Money and credit occupy such a central position 
Cyclical in our economic system that it is almost certam that 
fluctuations they play an important role m brmgmg about the 
of MV busmess cycle, either as an impellmg force or as a 
conditionmg factor Durmg the upswing, the 
physical volume of production and of transactions grows while 
prices rise or, in some rather exceptional cases, remain constant ^ 
This means that the money volume of transactions rises During 
depression, the money volume of transactions falls In other 
words, the work which money must and does perform rises and 
falls with the ups and downs of the busmess cycle * It follows, 
then, that the product (MV) of the quantity of money (M) and its 
veloaty of arculation ( V) rises and falls This does not necessar¬ 
ily mean that the rise and fall of M and /or K is m all cases the active 
cause of changes m busmess activity . it may equally well be a 
passive condition or even a mere symptom It is conceivable 
that MV may adjust itself automatically to changes m the volume 
of busmess without exertmg any influence by itself But, m any 
case, the analysis of a theory which puts the monetary factor at 
the centre of its scheme of causation will almost certamly reveal 

* The outstanding example of a boom without a rise in prices is the 
American boom of 1926-1929 The stability of prices was, however, 
confined to the wholesale-price level A more general price mdex (as 
constructed by Mr CSrl Snyder) shows a marked rise 

* It should be noted that this is not implied by the defimtion of pros¬ 
perity and depression It is conceivable that the rise and fall of the volume 
of production might be accompamed by an opposite movement of prices, 
so that the money value of the volume of production or of tiansactions 
m general would remam constant or even vary inversely with the physical 
volume 
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important features of the busmess cycle which no adequate syn¬ 
thesis can afford to neglect. 


^ 2 THE THEORY OF MR. R G HAWTREY 
GENERAL CHARACTERISTICS 

The purely monetary explanation of the 
Importance business cycle has been most fully and most 
of consumers' uncompromismgly set out by Mr R G. 

outlay Hawtrey ^ For him the tra de cycle is “ a 
p urely monetary, phenomenon ” in the sense that 
changes in “ the flow of money ” are the sole and sufficient 
cause of changes m economic activity, of the alternation of prosper¬ 
ity and depression, of good and bad trade When the demand 
for goods m terms of money (that is, the flow of money) grows, 
trade becomes brisk, production rises and prices go up When 
demand falls off, trade slackens, production shrmks and prices 
sag The flpw of money— t e , the demand for goods in terms 
of money—is proximately determmed by “ consumers’ outlay ”, 
that is, by expenditure out of income ® Consumers’ outlay 
comprises, however, not only expenditure on consumers’ goods, 
but also expenditure on new mvestment goods—that is to say, 
that part of consumers’ mcome that is saved and invested (For 
consumers’ outlay, one can substitute MV, if one defines “ V ” 
as “ mcome veloaty ”, m contradisunction to “ transaction 

‘ See Good and Bad Trade, London, 1913 , Monetary Reconstruction, 
1923, 2nd ed, 1926 , Currency and Credit, 1919, 1923, 1928 , Trade 
and Credit, 1928 , Trade Depression and the Way out, 1931, 1933 , The Art 
of Central Banking, 1932 , The Gold Standard in Theory and Practice, 3rd 
ed , 1933 , Capital and Employment, 1937 

• See, especially, The Art of Central Banking, London, 1932, Chapter III 
Independently, vei y similar ideas have been expressed bv Professor 
Albert Hahn in his earlier writings See his Volkswirtschafiliche Theorie 
des Bankkredits, ist ed , 1924 (3rd ed , 1930) Since then he has, however, 
changed his view considerably » 

Many of the propositions advanced by Mr Hawtrey and reviewed in 
the following pages, especially those on the relation between interest rates 
and prices, have had a long history and were given an early expression in 
A Marshall’s evidence before the Gold and Silver Commission, 1887 
(See Official Papers of A Marshall, 1926, pages 52 and 131, reproduced and 
elaborated in his Money, Credit and Commerce, pages 75-76 and 254-257 ) 
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velocity ” as it figures in Irving Fisher’s famous equation of 
exchange But, V bemg thus defined as the ratio of consumers’ 
outlay to the quantity of money, the two magnitudes —MV and 
consumers’ outlay—are by definition the same, and not much is 
gamed by the substitution of one expression for the other) 

Non-monetary factors such as earthquakes, wars, stiikes, crop 
failures, etc, may produce a general impoverishment others, 
such as harvest changes, over-development of certam industries 
(e £, over-investment in constructional industries), may produce 
a partial depression in particular branches of industry But a 
general depression in the sense of the trade cycle—/ e , a situation 
m which unused resources and unemployment are general—cannot 
be induced by non-monetary forces or events except in so far as they 
give rise to a fall in consumers’ outlay —i e , in the flow of money 
Changes in consumers’ outlay are prmcipally 
Instability due to changes in the quantity of money 
of money Everyone agrees that a sudden diminution in 
and credit the quantity of money, an outright deflation, 
has a depressing influence on economic activities, 
and that an increase of the circulating medium, an inflation, has 
a stimulating influence 

If the quantity of money diminishes, demand falls off, and 
producers who have produced m anticipation of the usual demand 
will find that they cannot sell the usual output at the anticipated 
prices Stocks will accumulate, losses will be incurred, produc¬ 
tion will fall, unemployment will be rife, and a painful process 
in which wages and other incomes are reduced will be necessary 
before equihbrium can be restored 

Inflation has the opposite effect Demand exceeds anticipa¬ 
tions, stocks decrease, dealers give larger orders to producers, 
and prices rise Production increases and unemployed factors 
of production are gradually absorbed 

This is the familiar picture of a “ Government deflation or 
inflation ” According to Mr Hawtrey, the trade cycle is nothing 
but a rephca, on a small scale, of an outright money mflation and 
deflation Depression is mduced by a fall m consumers’ outlay due 
to a shrinkage of the circulatmg medium, and is mtensified by a 
decline m the rapidity of the circulation of money The prosperity 
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phase of the cycle, on the other hand, is dominated by an infla¬ 
tionary process 

If the flow of money could be stabilised, the fluctuations m 
economic activity would disappear But stabilisation of the flow 
of money is no easy task, because our modern money and credit 
system is inherently unstable Any small deviation from 
eqmhbrium m one direction or the other tends to be magmfied. 

Mr Hawtrey starts with the assumption that, in the modem 
world, bank credit is the principal means of payment The 
circulatmg medium consists primarily of bank credit, and legal 
tender money is only subsidiary It is the banking system which 
creates credit and regulates its quantity The means of regulation 
are the discount rate and open-market purchases and sales of 
securities The power to expand credit is not, of course, vested 
m each individual bank, but m the bankmg system as a whole. 
A single bank cannot go very far in expanding credit on its own 
account, but the banking system as a whole can, and there is a 
tendency to make the whole system move along step by step in 
the same direction If one bank or group of banks expands credit, 
other banks will find their reserves strengthened and will be 
induced, sometimes almost forced, to expand too In this way a 
single bank or group of banks may carry with it the whole system 
(These are familiar propositions of modern banking theory. 
It does not seem necessary at this pomt to work them out m detail 
with all necessary qualifications 

§ 3. THE UPSWING 

The upswmg of the trade cycle is brought 
Driving force about by an expansion of credit and lasts so 
of bank long as the credit expansion goes on or, at 
expansion least. Is not followed by a credit contraction 
A credit expansion is brought about by the 
banks through the easmg of conditions under which loans are 

* Cf , e g , the exposition in Keynes’ Treatise on Money The history 
of thought on this subject has been written in great detail by V Wagner, 
Geschichte der Kredittheonen, Vienna, 1936, and A W Marget, The Theory 
of Prices A Re-examinaiton of the Central Problems of Monetary Theory, 
Vol I, New York, 1938 
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granted to the customer. Borrowmg may be encouraged in 
various ways The banks can apply a less severe standard to 
security offered, they can increase the maximum period for which 
they are wilhng to lend, they can refrain from discriminating as 
to the purpose for which the borrower wants the loan But the 
prmcipal mstrument of expansion is a reduction of the discount 
rate, and each of the other measures is equivalent in some way to 
a reduction in the costs of credit 

I Mr Hawtrey is aware of the objection, which 
The has been raised very frequently, that a reduction of 

po^on o f U or 2% in the mterest on ba nk advances is too 
the merchant , unimportant an item m the profit-and-loss account 
of the average business-man to mduce him to expand 
his business and to borrow more His answer to this objection 
IS tKaFthere exists one class of busmess-men which is very sensitive 
even to small changes of the rate of mterest—namely, the merchants. 
The merchant buys and sells large quantities of goods compared 
with his own capital, and he adds to what he buys the relatively 
small value which represents the dealer’s profit To him, a change 
m mterest charges of i or 2% is not negligible, as it is perhaps to 
the manufacturer It is not demed, of course, that there are other 
considerauons besides the rate of mterest which might mduce a 
merchant to borrow more (or less) and to increase (or reduce) his 
stocks of goods If prices are expected to rise, or if a fall is anti¬ 
cipated, a reduction in the interest rate may be unnecessary or 
msufficient But a general rise or fall m prices sufficient to mduce 
the majority of merchants to increase or decrease their borrowmg, 
irrespective of minor changes m the rate of mterest, is unlikely to 
occur except as a consequence of an expansion or contraction of 
credit and will be discussed later 

Thus, according to Mr Hawtrey, the merchant is m a strategic 
position If the rate of interest is sufficiently reduced—and m 
ordinary circumstances a sbght reduction is sufficient—merchants 
are induced to increase their stocks They give larger orders 
to the producer Increased production leads to an enlargement 
of consumers’ mcome and outlay This “ means increased demand 
for goods m general, and traders find their stocks dimmishmg 
There result further orders to producers, a further mcrease m 
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productive activity, in consumers’ mcome and outlay, and in 
demand, and a further depletion of stocks Increased activity 
means mcreased demand, and mcreased demand means mcreased 
activity A viaous circle_J5_ iet ijp, a cumulative expansion of 
productive activity which is fed and propelled by a contmuous 
expansion of credit 

Pr oductive a ctivity cannot grow without 

Effects of limit As the cumulative process carries one 
rising prices mdustry after another to the hmit of productive 
capacity, producers begin to quote higher and 
higher prices ” ^ "Wh gn pr ices jrise. dealers have a further mduce- 
merff to borrow Rismg prices operate in the same way as fallmg 
interCsf'charges . profits are increased and traders stimulated to 
hold larger stocks m order to gam from a further rise in prices 
In the same way, the producer is stimulated to expand production 
and to borrow more freely m order to finance the mcreased pro¬ 
duction The cumulative process of expansion is accelerated 
by a cumulative rise m prices 

■ ' ' ~ There is yet another accelerating element. 

Instability In addition to the expansion of the circulatmg 
of the velocity medium, there is an mcrease m its velocity of 
of circulation circulation When prices rise and trade is 
brisk, merchants and producers not only borrow 
more • th^ use up any idle balances which may be at their 
di sposal Idle Jjalances are the inheritance of the previous 
depression If they exist to a large extent, “ it may be that 
afT^nlargement of the consumers’ mcome and outlay is 
brought about with httle or no expansion of the outstandmg 
bank credit 

“ Thus there is a prmciple of the mst^lUty of velocity of circu¬ 
lation, which is qmte distmct from the principle of the Jijnitabdity 
cSTcredit, but is very apt to aggravate its effect ” * 

'lb '^m up, expansion is a cumulative process—that is to say, 
once started, it proceeds by <ts own momentum No further 
encouragement from the banks is reqmred On the contrary, 

* The 4 rt of Central Banking, page 167 

• Op ext, page 171 
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banks have then to be careful not to let the expansion get out of 
hand and degenerate into wild inflation They should raise the 
rate of interest drastically . shght increases will not deter people 
from borrowing if prices rise and are expected to rise further 
That IS what is meant in saying that the process has gained 
momentum. A discount rate which would have sufficed 
to mp the expansion in the bud would later be much too 
low to stop It 


§ 4 THE -UPPER TURNING-POINT 

Prosperity comes to an end when credit 
Credit expansion is discontinued Since the process 

restriction of expansion, after it has been allowed to gam 

responsible a certain speed, can be stopped only by a )olt, 
there is always the danger that expansion will be 
not merely stopped but reversed, and will be followed by a 
process of contraction which is itself cumulative (There are 
other reasons for this, which will be discussed presently ) 

“ If the restriction of credit did not occur, the active phase of 
the trade cycle could be mdefinitely prolonged, at the cost, no 
doubt, of an indefinite rise of prices and an abandonment of the 
gold standard ” ^ 

Man-made hmitations on the amount of the 
The wage-lag, circulation—that is, hmitations imposed by 
the cash dram law and custom—constitute the barrier which 
and the prevents our present economic system from 
gold standard getting rid of its cychcal movement with all 
Its bad consequences So long as there is a 
gold standard, or other restriction in the supply of legal tender 
money {e g , that involved in the attempt to stabilise the exchange 
rate vis-d-vn another country which does not itself expand credit), 
the banks are sooner or later forced to stop expansion and even to 
contract 

Cash— i e , legal tender money—is predominantly used for small 
and retail transactions, because for these purposes credit has no 


’ Trade and Credit, London, 1928, page 98 
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greater convenience to compensate for its mferior security The 
amount of cash which passes into circulation depends largely 
on the incomes, expenditures and hoards of workmg-men An 
expansion leads sooner or later to a dram of cash out of the hold¬ 
ings of the banks while, as earnings and wage rates rise, an increas- 
mg amount will be retained in cash balances This, however, 
is a slow process, because the rise in wages lags considerably 
behmd the expansion of credit and the rise m prices and profits 
Meanwhile, the central bank, in its anxiety to mamtam exchange 
stabihty, declines to supply cash to the commercial banks mde- 
finitely. The latter are therefore forced to put the brake on and 
to stop the expansion When they start to do this, the cash hold- 
mgs of the working population still contmue to increase—by 
reason of their lag behind the credit expansion—and go on rising 
after the expansion has come to an end This induces the banks, 
not merely to stop expandmg, but actually to contract, and so 
the depression is given its start 

§ 5 THE DOWNSWING 

The process of contraction is cumulative 
The reverse no less than the process of expansion “ When 
of the upswing credit has defimtely turned the corner, and a 
contraction has succeeded to an expansion, the 
downward tendency of prices is sufficient to mamtam the process 
of contraction, even though the rate of interest is no longer, 
according to the ordmary standards, high ” ^ 

The process is cumulative for the followmg reason When 
prices are fallmg, mercb^-nt s expect them to fall further They 
try accordmgly to reduce stocks, and give smaller orders, or no 
orders at all, to producers Consumers’ income and outlay 
decrease, demand flags, stocks accumulate m spite of endeavours 
to reduce them, borrowmg is reduced further—and so on m a 
long and painful process All the factors which tended to stimu¬ 
late the upswmg conspire now to push contraction further and 


* Currency and Credit, 3rd ed , London, 1928 page i'53 
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further The jviaous spiral downward is in all respects Ae 
negative counterpart of the viaous spiral upward The details 
need not be repeated 


§ 6. REVIVAL 

During a depression, loans are liquidated and 
Sufficient gradually money flows back from circulation into 
of credit the reserves of the banks The reserve ratio 
expansion becomes normal, and reserves above normal 
are slowly built up Interest is by this time 
fallen to an abnormally low level, but, with prices sagging and 
with a prevalence of pessimism, it may be that even an exceed- 
mgly low level of mterest rates will not stimulate people to borrow 
According to Mr Hawtrey, however, there are almost always 
some people who are wilhng to increase their borrowing, and this 
should enable the banks to get over the dead point But if, as 
happens in abnormally deep depressions, pessimism is so wide¬ 
spread that no rate above zero will induce an expansion, the 
central bank has another weapon for overcoming the reluctance 
of the business commumty to make use of existing credit 
facihties—and that is the purchase of securities in the open 
market 

When the central bank buys securities in the open market, cash 
IS pumped mto the banks and their hquidity mcreases For a time, 
the new money may be used to repay debts to the banks, so that 
the only result is a change m the composition of the assets of the 
banks (cash increases, loans decrease) But Mr Hawtrei 
IS confident that eventually, if only the purchases of securities are 
carried far enough, the new money will find an outlet into arcula- 
tion, consumers’ income and outlay wiU begm to rise, and a self- 
reinforcmg process of expansion will be started Mr FIawtrey 
I beheves that the ordinary measures of banking policy—discount 
I policy and open-market operaUons—may be trusted to brmg 
about a revival and that it is therefore not necessary to have 
1 recourse to more drastic methods (such as public works) to start 
I an expansion This attitude of his is closely connected with his 
theory that changes in the rate of interest must operate through 
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influencing working capital rather than through stimulating 
investment m fixed capital We shall have to come back to this 
proposition because it conflicts sharply with the theories of 
many other waters, with which we shall have to deal 

In his earher writings Mr Hawtrey had already 
A credit mentioned the theoretical possibihty of a complete 
deadlock, credit deadlock arismg That is a situation where 
even exceedmgly low mterest rates fail to evoke a 
new demand for credit. In such a situation, the ordinary means 
of bank pohcy prove wholly ineffective In his Good and Bad 
Traded he ascribes this phenomenon to the fact that “ the rate of ^ 
depreciation of prices ” may be so rapid that “ nothmg that the 1 
ban^fF can do will make borrowing suffiaently attractive ” to * 
lead to a revival m the flow of money 

In more recent pubhcations, under the impression of the slump 
of the runeteen-thirties, Mr Hawtrey has modified his views to 
some extent * He now doubts whether it can be legitimately 
assumed that “ the expectation of falling prices is (always) the 
result of a precedmg experience of a prolonged actual fall”* and 
that such a condition of stagnation is not possible except m the 
course of a reaction from a not of mflation * 

He still believes that “ a failure of cheap money to stimulate \ 
revival ” is “ a rare occurrence ”, but he admits that “ since 1930, 
It has come to plague the world and has confronted us with pro¬ 
blems which have threatened the fabric of civilisation with des¬ 
truction ”.* 

These admissions and qualifications go a long way to meet the 
objections of those who do not share Mr Hawtrey’s unshakable 
optimism regardmg the efficacy of the traditional methods of 
banking pohcy for brmgmg about a revival 


‘ 1913, page 186 

* Cf, his Trade Depression and the Way Out, 2nd ed , pages 29-31 and 
133-135, Capital and Employment, pages 85-87, “ A Credit Deadlock ” , 
and his contribution to The Lessons of Monetary Experience (edited by 
A D Gayer), “ The Credit Deadlock ", pages 129-145 

* The Lessons of Monetary Experience, page 131 

‘ Ibid, page 131, and Monetary Reconstruction, page 133 

* Capital and Employment, page 86 
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Apart, however, from such a contingency, and 
Wage-lag and for a typical trade cycle under the gold standard 
bank policy before the war, Mr Hawtrey describes the transi¬ 
tion from depression to prosperity m the following 
way During the depression, money begms to flow back to the 
banks But, again, therejs that lag of the flow of cash behmd the 
movement of credit As the outflow of cash does not at once 
foUow the expansion of credit, the inflow of cash lags behind the 
contraction The consequence is that, when the banks come to 
the conclusion that they can stop contracting, because their reserves 
have reached the desirable level, the process of inflow of cash has 
not yet come to an end. People’s cash balances respond slowly. 
Cash contmues to flow in for a considerable time after contraction 
of credit has been arrested Surplus reserves accumulate, and 
these excessive reserves tempt the banks later on to over-expand 
and so begm another cycle 


§ 7 RHYTHM AND PERIODICITY 

Mr Hawtrey’s theory explams why there are not 
Rigid reserve merely small oscillations around the equihbrium, but 
proportions big swmgs of the pendulum m the one or the other 
direction The reason is the cumulative, self- 
sustaining nature of the process of expansion and contraction 
The equihbrium hne is hke a razor’s edge The shghtest 
deviation involves the risk of further movement away from 
eqmhbrium 

But even so, Mr Hawtrey thinks, the recurrence of the break¬ 
down IS not inevitable The expansion could go on indefinitely, 
if there were no hmits to the mcrease in the quantity of money 
The gold standard is, in the last resort, responsible for the recurrence 
of economic breakdowns Under the gold standard, it is the slow 
response of people’s cash balances which prevents the banks from 
stoppmg expansion or contraction m time. “ If an mcrease or 
decrease of credit money promptly brought with it a proportionate 
increase or decrease m the demand for cash, the banks would no 
longer either drift mto a state of inflation or be led to carry the 
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corresponding process of contraction unnecessarily far ” Given, | 
however, this slow response of the people’s cash balances, “ so • 
long as credit is regulated with reference to reserve proportions, 1 
the trade cycle is bound to recur ” ^ ' 

Under the automatic worlung of the gold standard, " the length 
of the cycle was determined by the rate of progress of the processes 
on which the cycle depended, the absorption of currency 
durmg the period of expansion and its return durmg the period of 
contraction” ® 

Since 1914, the automatically working gold stan- 
Nq trade tycle dard has ceased to exist After the war and post- 
stnce the war war inflations, the gold standard—a managed gold 
standard—was once more restored, but the first 
major shock upset it Therefore, according to Mr Hawtrey, the 
former marked regularity and periodicity m the alternation of 
periods of prosperity and depression, of expansion and contraction, 
can no longer be expected and do not, in fact, any longer exist. 

“ For the time bemg there is no trade cycle ” if by “ cycle ” is 
meant a periodic movement of marked regularity There are, of 
course, periods of prosperity and depression, for the credit system 
IS still inherently unstable and there are forces more powerful 
than ever, the operation of which makes for expansion or contrac¬ 
tion But the mtricate mechanism which produced the former 
regularity m the alternation of expansion and contraction is 
completely dislocated 

Periodiaty is not, however, essenUal for the purposes of 
Mr. Hawtrey’s theory On the contrary, he is entitled to claim^ 
for his theory that it does not postulate exclusively movements 
of a definite length and regularity The regular cycle can always 
be interrupted by non-cychc forces It must be admitted that an 
explanation which is flexible in this respect is preferable—if it is 
tenable m other respects—to a more rigid one. 


‘ Monetary Reconstruction, 2nd ed , London, 1926, page 135 
• Currency and Credit, 3rd ed , page 155 
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§ 8. SPECIAL FEATURES OF THE THEORY 

As has been mentioned, Mr Hawtrey’s theory 
Fluctuations stands m contradiction to many other related theories 
tn investment m that it contends that a change in the rate of 
tn fixed interest influences the economic system, not through 
capital a direct mfluence on mvestment m fixed capital, 
but through the provision of working capital and 
particularly stocks of goods The alternative view will be discussed 

later Here it must be asked how Mr Hawtrey’s theory can account 
for the undoubted fact that the mstrumental industries experience 
greater cychcal fluctuations than the consumption industries The 
explanation offered is that activity brings a more than proportional 
increase m profits, and, as profits (whether remvested by corpora¬ 
tions or distributed to shareholders) are the prmcipal source of 
savings, the funds available from savings for capital outlay are 
similarly mcreased The disproportionate fluctuations m the 
mstrumental mdustries are therefore a consequence of changes 
m consumers’ mcome and outlay, and are not due (as many writers 
believe) to any repercussions which credit expansion may have—- 
directly, or mdirectly through changes m long-term-interest 
rates—on mvestment m fixed capital That credit expansion has a 
certam effect on mvestment m fixed capital is not altogether demed 
by Mr Hawtrey, but he holds it to be ununportant as compared 
with the direct mfluence on the merchant and on workmg capital 

To complete the picture of Mr Hawtrey’s 
Implications theory, a word must be said as to the pohcy banks 
for policy should pursue m order to ehmmate the credit cycle, 
and with it the trade cycle T^he banks, and 
especially the leaders of the bankmg system, the central banks, 
should not watch the reserve proportions so much as the flow of 
purchasmg power The demand for goods, the flow of money, 
is the important thing—not the outstanding aggregate of money 
units The aim of banking pohcy should be to keep the consumer’s 
outlay con stant, including (as has been pomted out) outlay for 
new investment But account should be taken of changes m the 
factors of production—not merely the growth of population, but 
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also the growth of capital—and allowance ought to be made for 
the proportion of skilled labour of varymg grades and for the 
appropriate amount of economic rent In other words, the aim 
should be to stabihse, not the price level of commodities, but the 
price level of the factors of production ’ 

§ 9 INTERNATIONAL COMPLICATIONS 

With the purely monetary explanation of the busmess cycle, it 
IS comparatively easy to account for various kinds of mternational 
comphcations The analysis of any given mternational constella¬ 
tion mvolvmg two or more countries must mvariably turn on the 
question of how the money supply in each of these countries is hkely 
to be affected This analysis has not yet been worked out system¬ 
atically from the standpoint of the explanation of the busmess 
cycle But the instruments of the analysis are ready to hand 
The theory of the international money mechanism under different 
monetary standards is one of the most fully elaborated chapters 
of economic science ^ 

§ 10 CONCLUDING REMARKS 

A feature of particular interest m Mr Hawtrey’s monetary 
theory of the business cycle is the demonstration and analysis of 
the cumulative nature of the process of expansion and contraction 
In this respect, there is, as we shall see, much agreement between 
theorists of different schools of thought Mr Hawtrey’s pro¬ 
positions on this point, largely taken over from Marshall and the 
Cambridge tradition, have found a place m the theory of a great 
number of writers * 

Other features of Mr Hawtrey’s theoiy are more questionable 
His contention that the reason for the breakdown of the boom is 

‘ See hib paper “ Money and Index-Numbers ” in Journal of the 
Royal Statistical Society, 1930, reprmted in The Art of Central Banking, 
pages 303-332 

* See below Ch 3, §§ 8, 16, and Part II, Ch 11 

• No attempt has been made to establish priorities or to trace the 
various lines of thought to their historical origins 
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always a monetary one and that prosperity could be prolonged 
and depression staved off indefinitely, if the money supply were 
mexhaustible, would certamly be challenged by most economists. 

These and other features of the purely monetary explanation 
of the cycle will be referred to, exphatly onmphatly, m connection 
with the discussion of the non-monetary theories 
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CHAPTER 3 

THE OVER-INVESTMENT THEORIES 


§ I GbNl RAL CHARACTbRISTICS 

In this section, it is proposed to analyse some 
Maladjustmentsy closely related theories of a great number of 
vertical and writers, which may be labelled generically “ over- 
horii{pntal investment theories ” 

The central theme of all these theories is the 
over-development ^ industries which produce producers’ goods 
or capital goods in relation to mdustries producmg consumers’ 
goods They all start from the umversally admitted fact that the 
capital-goods industries are much more severely affected by the 
business cycle than mdustries which produce for current consump¬ 
tion Durmg the upward phase of the cycle the output of pro¬ 
ducers’ goods rises much more, and durmg the downward phase is 
much more curtailed, than the output of perishable consumers’ 
goods Durable consumers’ goods, such as houses and automo¬ 
biles, are m a speaal posiuon approximatmg to that of capital 
goods. 

Accordmg to the over-mvestment theorists, this phenomenon 
is the symptom of a serious maladjustment which develops durmg 
the upswing The capital-goods mdustries, it is argued, arc 
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relatively over-developed the production of capital goods as 
compared with the production of consumer’s goods is pushed 
farther than the underlying situation can permanently tolerate 
Thus It is a real maladjustment in the structure of production 
that causes the breakdown of the boom, and not a mere 
shortage of money due to an insufficiency of bank reserves 
It follows that, after the boom has once been allowed to develop, 
the setback cannot be staved off mdefinitely by monetary 
measures 

The situation as it develops during the boom, accordmg to the 
over-mvestment school, may be described as a “ vertical disequih- 
brium or maladjustment ” in contradistinction to a “ horizontal 
disequihbrium or maladjustment ” in the structure of production 
The distinction between vertical and horizontal maladjustments 
can be formulated as follows Supposing that by some means 
the aggregate money flow is kept constant, equilibrium in the 
structure of production will be preserved, if the allocation of the 
factors of production to various employments corresponds to 
the distribution of the money flow—; e , the monetary demand 
for the products of the different branches of industry This 
distribution IS, broadly speaking, determined by (i) the decisions 
of the population as to spendmg and saving, (2) the decisions of 
consumers as to the distribution of expenditure between various 
Imes of consumption goods, and (5) the decisions of producers 
at every stage as to the distribution of their cost expenditure 
between different forms of mput If the structure of production 
does not correspond to the first set of decisions, we have a 
vertical maladjustment—vertical because the industries which 
are not harmomously developed are related to each other m a 
“ vertical ” order, as cost and product One may also speak 
of “ higher ” and “ lower ”, or “ earher ” and “ later ” stages 
of production—in which case “ lower ” and “ later ” mean 
“ nearer to consumption ” If the structure of production 
does not correspond to the second or third set of deasions, 
we have a horizontal disproportion—a disproportion between 
industries of the same “rank” as measured by distance from 
consumption 
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We have seen that Mr Hawtrey also recognises 
Money and the fact that the cyclical movement is much more 
the structure violent in the capital-goods mdustries. But in 
of production, his view, this is merely the consequence of fluctua¬ 
tions in the flow of money (consumers’ income and 
outlay) It IS not an evil in itself According to the over- 
mvestment theories, fluctuation m mvestment is the cause of the 
business cycle, and the forces which bring about expansion (being 
to a large extent of a monetary nature) have a direct effect on 
investment—VI2 (mainly) on investment m fixed capital Fluctua¬ 
tions m mvestment generate fluctuations in consumers’ income 
rather than the other way round 

Thus, accordmg to these theories, the business cycle is not a 
purely monetary phenomenon But that does not preclude the 
possibility of money’s playmg a decisive role in brmgmg about 
the cycle and causing periodically a real maladjustment Some 
members of the over-mvestment school consider monetary forces 
to be the impelling factor disturbing the equihbrium Others 
beheve that certain monetary arrangements are conditioning factors, 1 
which do not actively disturb the equilibrium but are the instru¬ 
ments through which the active forces of a non-monetary nature ' 
operate 

We can distinguish three sub-groups with a still 
The schools of greater variety in detail ^ 
over-investment 

theorists (A) Writers who believe that monetary forces 
operating under a particular form of credit organ¬ 
isation (banking system) produce the disequihbrium between the 
lower and higher stages of production 

This type of theory, which is frequently called the “ Neo- 
WickseUian ” school, may perhaps be mcluded amongst the 
monetary explanations of the business cycle, inasmuch as the active 
cause which disturbs the eqmlibrium is a monetary one But the 
business cycle is for these writers more than a purely monetary 
phenomenon Monetary forces produce a real maladjustment, 

* Naturally, other groupings are possible, but that selected seems to 
be the most natural and useful 
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the consequence of which is the breakdown of the boom Crisis 
and depression cannot be explained purely by contraction of the 
circulating medium, although deflation may come m as a secondary 
and intensifymg element Among the writers whose theories 
fall within this group are Hayck, Machlup, Mises, Robbin[ S. 
Ropke and Strigl Wicksell has provided the theoretical 
basis for this theory, but belongs himself rather to the followmg 
group (group (B)), while Robertson holds an intermediate 
position between group (A) and group (B). 

(B) This group consists of writers whose theories do not 
run m terms of money They stress factors m tlie sphere of 
production such as inventions, discoveries, the opemng of new 
markets, etc —that Is, circumstances which provide new invest¬ 
ment opportumties. Some of them refer to the money factor 
only mcidentally or mcline to minimise it. But it can be shown— 
and IS indeed frequently recogmsed by the writers m question— 
that certain monetary forces are mdispensable for the active 
factors on which they lay stress to produce the effect postulated 
Cassel, Hansen, Spiethoff and Wicksell are promment m this 
group Robertson has been already mentioned Pigou’s and 
Schumpeter’s analyses go parallel for a long way with the 
theories of these writers. 

(C) There is a third view which adds much to the force of the 
over-mvestment theory—namely, the theory that changes in the 
production of consumers’ goods give rise, for technological 
reasons, to much more violent fluctuations m the production of 
producers’ goods m general and fixed capital equipment in parti¬ 
cular This so-called prmciple of “ the acceleration and magmfica- 
tion of derived demand ” has been elaborated by Aftalion, 
Bickerdike, Carver and Pigou In recent years, J M Clark 
and R G Harrod have laid great stress upon it m their explana¬ 
tion of the busmess cycle Mitchell, Robertson and Spiethoff 
mention it as a factor which intensifies the cychcal movement. 
The prmaple can also be used, as we shall see, m support of a 
speaal type of the under-consumption theory of the busmess 
cycle. 



Chap 3 


The Over-mestment Theories 


33 


A The Monetary Over-investment Theories 

§ 2 GENERAL CHARACTERISTICS AND THEORETICAL FOUNDATION 

The theories of the following writers will 
'Banking now be examined • F A Hayek,^ F Machlup,* 

system and L. Mises,* L Robbins,* W Ropke® and 
money supply R Strigl* The explanation given by these 
writers of the upswmg and of the down-turn 
(crisis) IS fundamentally the same Such differences as exist are 
mainly in respect of amphfications in the later pubhcations 
Serious conflicts of opimon are to be found, on the other hand, 
in respect of the description and explanation of the downswmg 
and the up-turn (revival) Professor Ropke, in particular, 
dissents strongly from the opmion of the other writers named 
in the mterpretation of the later phases of such prolonged 
depressions as that of 1929-1936 The writers of this group have 
this in common with the purely monetary theory of Mr Hawtrey, 
that they assume an elastic money supply They argue that the 
circulating medium consists under modern conditions primarily 
of bank money (deposits), and that the banking system regulates 
the quantity of money by changing the discount rate and by 
conductmg open-market operations It has long been recogmsed 
that there is a comphcated functional relationship between the 
interest rate, changes in the quantity of money and the price level 

• Monetary Theory and the Ttade Cycle, London, 1933 (translated 

from the German) Prices and Production, London, 1931, enlarged 
edition, 1934 I*!*" latest exposition, ''Preiserwartungen, mone- 

tare Schwankungen und Fehhnvestitionen ” in Nationalokonomisk 
Tidskrift, 1935 (translated into French “Provision de prix, perturba¬ 
tions mon^taires et faux investissements ” in Revue des Sciences icono- 
miques, 1936) 

• Borsenkredit, Industriekredit und Kapitalbildung, Vienna, 1931 

» Ihe Theory of Money and Credit, London, 1934 (translated from 
the German) Geldwertstabilisierung und Konjunkturpolitik, Jena, 1928 

‘ The Great Depression, London, 1934 

• Crises and Cycles, London, 1936 (translated from the German! 
"Trends m German Busmess Cycle Policy”, Economic Journal, Sep¬ 
tember 1933 

‘ Kapital und Produktion, Vienna, 1934 
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These tcbtioaskps have beffl expounded eysten^Oe^y by ^ 
WaCKeenn , h,s theoay. outhned below « the bae« of & 
orpiaeanon of the business cycle which follows.' It should be 
added that, in what follows, we shall leave international complica¬ 
tions for the moment out of account and disregard the fact that a 
change in the interest rate in one country will influence the flow 
of credit from and to other countries These comphcations can 
easily be mtroduced into the picture later For the present, we 
presuppose a closed economy 

WiCKSELL distmguishes between the “ money 
Natural rate rate ” or actual “ market rate of interest ” as 
and money rate influenced by the pohey of the banks (and other 
of interest monetary factors) on the one hand and the 

“ natural rate of interest ” on the other The latter 
IS defined by Wicksell as “that rate at which the demand 
for loan capital just equals the supply of savings ” ® If the banks 
lower the market rate below this natural or, as it should perhaps 
more correctly be called, equihbnum rate, the demand for credit 
will rise and exceed the available amount of savings, and the supply 
of credit must be supplemented by bank credit created ad hoc — 
that is, by inflation If, on the other hand, the rate is raised above 
the equihbnum level, the demand for credit will fall, some portion 
of the total savmg will not be used, and credit will be hquidated 


* Interest and Prices, London, 1936, translated from the German, 

Geldzins und Guterpreise, Jena, 1898 , Lectures on Political Economy, 
London, 1934, translated from the Swedish, "The Influence of 

the Rate of Interest on Prices’, Economic Journal, June 1907 On the 
evolution of WickseU’s theory, see the excellent mtroduction by Professor 
B Ohlin to Interest and Prices Compare also the elaboration of 
Wicksell’s theory by recent Swedish writers as summarised in Professor 
G Myrdal’s paper "Der Gleichgewichtsbegnff als Instrument der geld- 
theoretischen Analyse ’’ in Beitrage zut Geldtheorie, ed by Hayek, 1933, 
and E Lnndberg, Studies in the Theory of Economic Expansion, London, 
1937 Some aspects of the theory and their history ha-ve been discussed 
at great length by A W Marget, The Theory of Prices, Vol I, Ch VII-X 
In Vol II, which has not yet appeared, the discussion will be continued 

* Vorlesungen uber Nationalokonomie, Vol II, page 220 It is 
possible to trace in Wicksell’s writings an alternative definition of the 
natural rate—viz , as that rate which would prevail m a barter economy 
where loans are made in ncUura This conception presents, however, 
great theoretical difficulties We shall therefore disregard it 



Chap 3 


The Over-investment Theories 


35 


or deflated ^ Wicksell goes on to argue that, if the market rate 
IS below the natural rate, prices will rise if it is above, prices will 
tend to fall. 

There is, however, a fallacy in this last pro- 
Tm meanings position, as was pomted out for the first time by the 
of the concept Swedish econonust Davidson In a progressive 
^‘natural rate'' economy, where the volume of production and 
transactions rises, the flow of money must be m- 
creased in order to keep the price level stable Therefore, the 
rate of interest must be kept at a level low enough to mduce a net 
mflow of money into circulation The rate which stabilises the 
price level is below the rate “ at which the demand for loan 
capital ]ust equals the supply of savings ” 

Makmg allowance for this discrepancy, we may formulate the 
theorem as follows If the banks lower the interest rate, ceteris 
paribus the flow of money incomes wiU expand or, if it was shrmkmg, 

‘ Inasmuch as money loaned out is supposed to be used for productive 
purposes (that is to say, is invested), we can also say that the equilibrium 
ratejs that rate at which savings—voluntary savings as distmcl from 
"forced savings”—become equal to investment If the market rate is 
below the equilibrium rate, investments exceed,savings if it is above, 
investments fall short of savings Saving, in this context, has not to be 
interpreted accordmg to the unusual definition adopted by Mr Keynes 
in the Treatise on Money, and later discaided by him in the General 
Theory of Employment, Interest and Money Mr Keynes now 
employs a definition of saving according to which aggregate saving is 
only another aspect of aggregate investment, both being defined as the 
difierence between the money value of output and expenditure on consump¬ 
tion This is not the sense, however, m which savmg is used by the 
authors now under consideration For them, additions to the value of 
current output do not immediately constitute disposable income , and it 
IS thus open to them to regard saving as something different from invest¬ 
ment When they say that investment exceeds saving, they mean that 
there is m progress an inflationary increase in the money value of output 
which IS not immediately translated into increased incomes When they 
say that investment falls short of current saving, they mean that there 
IS in progress a process of hoarding, a deflationary decrease in the money 
value of output Which terminologj’^ is the more convenient—whether 
it is better to regard saving as necessarily equal to investment or not—is 
at present still an open question which will he discussed at some length 
in Chapter 8, below 

• Cf Brinley Thomas, “The Monetary Doctrines of Professor Davidson'■ 
in Economic Journal, Vol 45, 1935, pages 36 et seq , and F A Hayek, 
Monetary Theory and the Trade Cycle, passim 
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the process of contraction will be stopped or slowed down : 
prices will nse or, if they were fallin g, the fall will be arrested or 
nutigated If the banks raise the interest rate, ceterts paribus the 
flow of money incomes will contract or, if it was expanding, the 
expansion will be stopped or slowed down prices will fall or, 
if they were rising, the rise will be arrested or mitigated Under 
given conditions, there is one rate which keeps the price level 
constant and another which keeps the flow of money mcomes 
constant The two coinade only in a stationary economy In 
a progressive economy, the rate which stabilises the price level is 
below the rate which keeps the flow of money incomes constant 
Which of these two rates is called the “ natural ” or “ equih- 
brium rate ” will depend on which is thought the likeher to maintam 
the equilibrium of the economic system We shall see that those 
writers of the group under review, whose analysis takes account 
of the difference, reserve the adjective “ natural ” for the rate 
which keeps the flow of money incomes constant But for the 
moment we shall ignore this distinction, which the writers in 
question themselves are by no means consistent in respecting ^ 

§ 3 THE UPSWING 

According to the theory with which we are 
deahng, the boom is brought about by a discre¬ 
pancy between the natural and the money rate of 
interest How this discrepancy is produced, and 
whether there is any reason why it should recur 
again and again in a more or less regular fashion, 
will be discussed later If the money rate stands below the equih- 
brium rate, a credit expansion will ensue As soon as prices begm 
to rise, the process tends to become cumulative for the reason that 
there is a twofold causal connection between interest rates and the 

‘ Independently from Wicksell, Mr Hawtrev mtroduced the notion 
of the “natural rate” (which he distmguished from the “profit rate”) 
in his first book Good and Bad Trade (London, 1913) But, since he 
did not use this concept in any of his later wntmgs, we have made no 
reference to it in the summary of his theory The concept of a “ natural 
rate" (and even the term) can be found in earlier English economic 
wntmgs 
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price level A low interest level tends to raise prices and a high 
le vel to depress them , but, on the other hand, rising prices tend 
to raise interest rates and falling prices to reduce them If prices 
rise and people expect them to contmue to rise, they become more 
eager to borrow and the demand for credit becomes stronger. 
Falling prices have the contrary effect Rismg prices are equivalent 
to a premium for borrowers, fallmg prices are a tax on borrowers 
Professor Irving Fisher distmguishes between the “ nommal 
or money rate of mterest ” and the “ real rate of interest ” ' The 
first IS the rate as we find it in the market the second is the money 
rate corrected for changes in the value of money m terms of goods 
and services Thus, if prices rise by 5% during the year, a nommal 
rate of 5% is eqmvalent to a real rate of (approximately) 2%, because 
the purchasmg power of the capital sum falls by 3% If prices 
rise by (say) 10% a year, a nommal rate of less than 10% becomes 
eqmvalent to a negative real rate, because the creditor loses, m 
terms of real purchasmg power, more on the capital than he 
receives as mterest If prices fall by (say) 10% annually, a money 
rate of 5% becomes equivalent to a real rate of about 15% 

Mr. Hawtrey proposes the term “ profit rate ” for true profits 
of busmess, which he describes as bemg the ratio of labour saved 
per annum by the capital actually m use to labour expended on 
first cost, corrected for price changes * 

The most convenient way of approach to the 
Demand understanding of these rather complicated mter- 
and relationships is to conceive of the situation m 
supply of terms of the supply of, and demand for, credit 
loanable The supply is furnished by the savings of mdividuals 
funds and corporations, supplemented by mflationary 
bank credits The ability of the banks to create 
credit makes the total supply more elastic than it would otherwise 

* See the latest version of his theory in The Theory of Interest, New 

York, 1930, Chapter IT The first version was contained in his Appre¬ 
ciation and Interest (1896) Cf also Adarkar, “ Fisher’s Real Rate Doc¬ 
trine ” in Economic Journal, Vol 44, 1934, 337 * Professor D H 

Robertson, “ Industrial Fluctuations and the Natural Rate of Interest ”, 
ibid , pages 650 et seq 

• As Professor Hansen has pointed out, many of these concepts must 
be interpreted as referring to " expected' ’ rather than to “ contemporary ’ ’ 
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be 4 considerable increase m the demand will be met without 
much me m Ae interest rate, though the supply ofyojuatuxy 
saving may have mcrcused only a Itttle ornot at >11 T^cdenmd 
for credit is a very complex and volatile phenomenon We shall 
see later on, in connection with the analysis of other theories, 
that it IS exposed to sudden influences from various sides and is 
subject to rapid changes To elucidate the theories here under 
review it is sufficient to assume that, at any given moment of time, 
there is a negatively uichned demand schedule The lower m 
such case the price of credit— t e , the interest rate—the larger 
the amount of credit demanded 

We start from a situation where the banks mamtam a level of 
mterest rates at which the demand for, and supply of, credit exceeds 
the supply of savings A credit expansion ensues, prices rise, and 
the rise m prices raises profits The demand for credit rises at each 
rate of mterest, more is demanded than before But the monetary 
expansion does not expand savings to the same extent, and the 
equihbrium rate of mterest rises Consequently, if the banks 
persist m mamtammg the same rate of interest, the gap between 
the equihbrium rate and the market rate will be even wider than 
before, and the amount of credit expansion required even greater 
Prices rise higher still, profits are raised, and the vicious spiral 
of mflation continues After the movement has gathered momen¬ 
tum, It can only be stopped by a considerable rise m the rate of 
mterest bemg enforced by the banks 

The process need not be discussed m greater detail, because so 
far the monetary over-mvestment theory runs parallel with the 
purely monetary theory ^ The only difference is a difference of 
termmology-—namely, the mtroduction of the terms “ natural or 


magnitude It is the " expected ” profit or yield from capital investment 
which must be set agamst the money rate of mterest Fairness to the 
older writers demands this interpretation, even if they frequently failed 
to emphasise "expectations” to the extent which has smee become 
fashionable 

‘ It should be remembered that the present theory has been developed 
independently of Mr Hawtrey’s Whether and to what extent they 
have historically a common origin in the Marshallian tradition and earlier 
English and Continental writers will not be discussed here 
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ccjuillbnum tatc of interest for a concept which is equally imphcit 
in Mr Hawtrey’s analysis 

The ttiuch for the monetary aspect of the upswing. 

capiiaiistic to the theory under review, it has 

'structure complement m a distortion m the structure of 
of production Production, a maldistribution of economic resources 
This “real” aspect it is now proposed to consider 
The rate of interest has not only the function of regulating 
the quantity of money Like every other price, it has, in an 
mdividuahstic economy, the more fundamental function of servmg 
as a guide to the allocation of the factors of production to the 
different branches m the production process It is the vertical 
structure, more specifically, which is governed by the rate of 
interest In order to explain this part of the price mechanism. 
It IS necessary to go somewhat deeper into the theory of capitahstic 
production 

At any given moment, the available means of production are 
in some way apportioned between the various stages of production 
Some of them are at work m the industries which produce con¬ 
sumers’ goods, others m the industries )ust before the last stage , 
others are apphed to produce half-finished goods, raw materials, 
tools and machinery 

The apportionment of the factors of production devoted to the 
production of consumers’ goods and to the earlier stages of pro¬ 
duction respectively can, of course, be modified and is being 
modified continuously Economic progress has to a large extent 
been conditioned by the fact that an ever-mcreasmg proportion 
of the available productive resources has been devoted to earher 
stages of production New stages have been added or mterpolated, 
with the result that the vertical structure of production has been 
elongated In other words, the methods of production have 
become more indirect, more “ roundabout ” and more “ capital¬ 
istic ”, m the sense that a greater amount of capital, intermediate 
goods such as machmery and raw materials and half-fimshed pro¬ 
ducts, is used per umt of output of consumable goods ^ The 

* Intermediate goods and consumers’ goods are measured in value 
units Since we are concerned with a proportion of values, we are not 
bothered by the objection that there can be no common measure for 
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ultimate aim of the accumulation of capital is naturally an increase 
m the output of consumers’ goods But the percentage increase 
in capital stock piled up behind the consumption industries is 
greater than the percentage increase in the rate of flow of 
consumers’goods 

The force which determines the lengthening of the process of 
production is, broadly speaking, the rate of saving The signals 
for the entrepreneurs to elongate the process are the availabihty 
' of new capital and the lowness of the rate of interest 

If a part of current income is bemg saved—/ e , 
Saving and if not all income is devoted to buymg consumers’ 
interest goods—the demand for consumers’ goods falls ofl^ 

and factors of production are made available * If 
the money saved is not withdrawn from arculation, but is offered 
m some way m the capital market, the rate of mterest will fall 
and this wiU induce entrepreneurs to make new mvestments 
There are always opportumties for investment which cannot be 
undertaken for want of capital Labour-saving machinery can 
be mstalled (which mvolves the creation of a new stage m the 
process of production), railways can be electrified and in a hundred 
other ways the process of production can profitably be lengthened 
—if only the rate of mterest is low enough and the necessary 
amount of capital available It is the function of the rate of interest 
to select among the great number of existing opportunities for 
mvestment those extensions of the production process which can 
be undertaken with the existmg supply of capital (savings) The 
rate of interest distmgiushes those of the new roundabout methods 
of production which are permissible from those which are not 

valuations at different time points The problem of the "time-dimen¬ 
sion” of capital has given rise to endless disputes, especially in recent 
years We shall, however, refram from going more closely into the matter, 
since the theories at present under discussion can be analysed without 
a final decision on this point (Cf Nicholas Kaldor “ Annual Survey 
of Economic Theory The Recent Qmtroversy on the Theory of Capital ” 
in Econometnea, Vol V, 1937, page 201 et seq, the reply by F H Knight 
and rejoinder by N Kaldor, loc cil, Vol VI, 1938 See also Hugh 
Gaitskell “ Notes on the Period of Production ”, Zeitschrift fiir 
Nattonalokotiorme, Vol 7, 1936, and Vol 9, 1938 ) 

* Cf , e g, Bresciani-Turrom “ The Theory of Saving ", in Econotmea 
(New Series), Vol 3, 1936, pages i et seq, and 162 et seq 
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If a certain plan of investment, which from the technological 
point of view seems to be productive and useful, cannot be reahsed 
for the sole reason that the expected yield would not justify the 
investment at the existing rate of interest —t e , because the profit 
rate is lower than the prevailmg rate of interest—that by no 
means proves the imperfection of our present pricing system, 
but simply shows that there exist other opportumties for 
improvmg the productive process which hold out a higher rate 
of return and should rationally, therefore, be undertaken first 
If the rate of interest falls because of increased savings, the demand 
for capital can be satisfied to a greater extent and the equihbrium 
pomt moves down along the curve of demand for capital 
Investments which were extra-margmal under the higher rate now 
become permissible Factors of production are shifted from the 
lower to the higher stages of production The production process 
IS lengthened and eventually the output of consumers’ goods per 
umt of mput (in terms of “ original factors ” of production) is 
raised * 

From the pomt of view of the entrepreneur who 
“ Artifktal ” wants to embark on new schemes of mvestment, the 
lowering of situation is not changed if the lowering of the rate 
the interest of mterest is due to capital’s having been made more 
rate plentiful, not by an increase in voluntary saving, but 
by an expansion of bank credit Such an artificial 
cheapenmg of capital will also lead to a lengthemng of the process 

* It has been questioned whether this process of saving and investment 
runs smoothly A great number of writers believe that the process 
of savmg IS likely to produce serious disturbances (a) because saving 
produces depression in the consumption industries which then spreads to 
the higher stages, (6) because money which is saved frequently disappears 
on the way and is not mvested (deflation), (c) because mcreased 
investments eventually brmg about an increase in the production of 
consumers’ goods, which cannot be sold at the prevailmg prices unless 
the flow of money is mcreased But it is not with these alleged frictions 
and disturbances that we are here concerned They will have to be 
discussed at a later stage of our enquiry The theorists now under review 
believe that ordinarily the process of saving and investment runs 
smoothly Accordmg to them, troubles arise only if voluntary savmg 
is supplemented from “ inflationary sources ", that is, by new bank 
credit or by expenditure from money hoards (which is equivalent to by a 
rise in the velocity of circulation of money) 
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of production If we start from an equilibrium position of full 
employment with no excess capaaty—we shall see later that the 
argument can also be adapted to apply to a situation with unem¬ 
ployment and unused plant—means of production will be drawn 
away from the consumption-goods industries These industries 
will have to contract and the higher stages of production will 
expand. 

This comes about m the following way Entrepreneurs who 
want to mvest are provided with purchasmg power by the banks 
and compete for capital goods and labour Prices will rise or 
be prevented from fallmg—this last case we shall discuss m detail 
later—and consumers’ goods mdustries (the demand for the pro¬ 
duct of which has not risen, or not risen so much as the demand 
for capital goods, which is swollen by the newly created purchasing 
power) wiU be unable to retam at the enhanced prices all the 
factors of production which they used to employ They will be 
compelled, therefore, to release means of production for use m 
the higher stages of production—that is, for the production of 
additional capital goods ^ 


‘ The concept "forced saving” has a long history (cf F A Hayek, 
"A Note on the Development of the Doctrine of Forced Saving” in 
Quarterly Journal of Economics, Vol 47, page 123) In addition to the 
writers of the present group. Professor Schumpeter has given it a promi¬ 
nent place in his account of the upward phase of the cycle (See his 
Theory of Economic Development, English translation from the last 
German edition, 1934 First German edition, 1911 ) Unlike the mone¬ 
tary over-investment theorists, however, he does not use the alleged 
peculiarities of forced saving to explain the crisis This point will be 
taken up later {cf Ch 5, § 3) Recently the doctrine of forced saving has 
been attacked by Mr Keynes {The General Theory of Employment, Interest 
and Money, pages 79-81, 183) But, as Professor Robertson has pointed 
out {cf "Some Notes on Mr Keynes’ General Theory of Employment” 
in Quarterly Journal of Economics, Vol 51, 1936, page 178), Mr Keynes’ 
objections are purely verbal He banishes the word, but is forced to 
recogmse the thing which the word denotes, though in another dress, when 
he says that, under the pressure of investment which is imperfectly 
foreseen, there may occur a "temporary reduction of the marginal pro¬ 
pensity to consume” {loc cit, pages 123 and 124) 
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Obviously, the necessary condition is that the 
Credit expan- demand for consumers’ goods does not rise pan 
Sion and passu with the creation of credit and the rise m 
“forced demand for capital goods Either there will be a 
saving ” lag m the rise of aggregate mcomes, or—^what is 
probably the same thing from another angle—the 
mcrement of mcome will not at once be available (owmg to discon- 
tmuities m the receipt of it) for expenditure purposes Prices 
will thus rise quicker than disposable mcome, and consumption 
will be curtailed In addition, the rigidity of certain contract 
mcomes such as rents, pensions, salaries, etc , may have the effect 
of modifymg the distribution of mcome m favour of classes who 
are more disposed to save and have greater mcentives to do so, 
with the result that consumption will tend to be stiU further 
reduced. People are to some extent forced, and to some extent 
mduced, to save more, and this “ forced savmg ” has the same 
result as is usually brought abou tby voluntary savmg—viz, a 
restriction of consumption and the release of productive resources 
for the production of additional capital goods In other words, 
the real capital which is needed for the mcreased investment is 
extorted from the consuming public by means of ilsmg prices 
Treatment of these theories is complicated by the fact that there 
IS as yet no agreement as to the exact use of the expression “ forced 
savmg ” It has been used to mdicate the extra savmg created by 
the transfer of resources and mcomes from creditor to debtor, 
from rentier to State, from wage-earner (at least temporarily) to 
employer, as the result of mflatton. Professor Strigl has objected 
to this theory of forced savmg ^ that, if those with relatively 
fixed mcomes get less and are obliged to restrict consumption, 
others expand their mcomes to a correspondmg amount and, 
unless they refram voluntarily from expandmg consumption to 
the required extent, there cannot be a net mcrease m capital forma¬ 
tion In other words, there is no forced savmg, but only ordmary, 
voluntary savmg 


'■ Kapital und Produkhon, Vienna, 1934, ^ 95 . Produk- 

tion unter dem Einfluss einer Kreditexpansion ”, m Schnften des Vereins 
fur Sozialpohtik, Vol 173, 1928 
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Apart, however, from the mcrease of savmg as a result of what 
Professor Pigou styles a “ doctormg of past contrac ts ”, there is a 
more direct channel whereby additional bank credits may mcrease 
mvestment This is the process which Professor Robertson 
discusses at length m inking Polity and the Price hevel under the head 
of “ Automatic Stmtm g ” Either dishoardmg or the expenditure 
of newly created money, he says, “ brmgs on to the market an 
additional daily stream of money which competes with the mam 
dally stream of money for the daily stream of marketable goods, 
secures a part of the latter for those from whom the additional 
stream of money flows, and thus deprives the residue of the public 
of consumption which they would otherwise have enjoyed”^ 
As PiGOU argues m the particular case of the expansion of bank 
credits “ What m substance has happened is that the bankers 
have transferred to busmess-men purchasmg power and, through 
purchasmg power, real stuff m the form of wage goods and so 
on, formerly belongmg to other people They have done this 
by givmg new money titles to busmess-men while leavmg the 
money titles m other people’s hands untouched m exactly the 
same way as they would have done had they taken money titles 
from other people and handed them to busmess-men 

Neither Professor Pigou nor Professor Robertson seems to have 
m mmd a reduction m total consumption, but only a re-distribution 
of consumption m favour of wage-earners, an augmentation of 
the real-wages bill, which, accordmg to Professor Pigou, brmgs 
with It an augmentation of capital But this is the same type of 
mechamsm envisaged by Professor Hayek and Professor Mises as 
the mstrument by which mvestment is financed m excess of volun¬ 
tary saving m the case where an mcrease m capital mvolves a 
dimmution of the flow of goods available for consumption. In 
the latter case, however, it is imphed that the mcomes created by 
the additional mvestment do not immediately become available 
to be spent or saved 

Prof esso r Francesco Vito uses the expression “ forced savmgs ” 
for what is usually called “ corporate savmg ” If a busmess firm or 
company fails to distribute its entire profits to the shareholders, 

* Banking Policy and the Price Level, 1932 ed , page 48 

• Industrial Fluctuations, 1929, page 141 
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this may mean that the latter have been “ forced ” to save (agamst 
their will) by the directors of the corporation Professor Vito 
believes that this type of forced saving is hkely to cause the same 
troubles as the type envisaged by Professor Hayek ^ 

§ 4 THE DO WN-T URN (CRISIS) 

Why must this process of monetary expansion and heavy invest¬ 
ment always end in a collapse ^ Why does it not go on indefimtely 
or tail off into a more stable situation > 

According to the over-mvestment theory, this is 
Abandonment impossible, because, by the artificial lowering of the 
of over- interest rate, the economy is lured into long round- 
capitalistic about methods of production which cannot be 
processes mamtamed permanently The structure of produc¬ 
tion becomes, so to speak, top-heavy Forces are 
set up which tend to restore the old arrangement For some time, 
increasing advances by the banks enable entrepreneurs to carry on 
construction by the new roundabout methods But sooner or 
later—and the later it happens the worse the result—it becomes clear 
that the newly imtiated extensions of the structure of production 
cannot be completed, and the work on the new but incompleted 
roundabout processes must be discontmued The investment 
boom collapses and a large part of the invested capital is lost 
Before discussmg m detail how this comes about and what 
the external symptoms are, it will be useful to make the broad 
Imes of the argument clearer by comparison with a centralised 
commumstic economy 

The Russian Five-year Plan was a supreme effort to increase 
the “ roundaboutness ” of production and thereby the future pro¬ 
duction of consumers’ goods Instead of producing consumers’ 
goods with the existmg rather primitive methods, they curtailed 
production for immediate consumption to the mdispensable 
minimum Instead of food, shoes, clothes, houses, etc, they 

* See F Vito “ II Risparmio forzato e la teona di cicli economici ” 
in Revtsta internazionale di scienze sociali, i 934 i «uid “ Die Bedeutung des 
Zwang-sparens fflr die Konjunkturtheone ” in Bettrage zur Konjunk- 
turlehre, 1936 
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produced power-plants and steel works they sought to improve 
the transportation system in a word, they built up a productive 
apparatus which could turn out consumption goods only after a 
considerable period of time 

But suppose It had become impossible to carry through this 
ambitious plan Suppose the Government had come to the 
conclusion half-way that the population could not stand the enor¬ 
mous stram and had deaded to change the pohcy In such a case, 
they would have been forced to give up the newly started round¬ 
about methods of production and produce consumers’ goods as 
quickly as possible They would have had to mterrupt the con¬ 
struction of power-plants, steel works and tractor factories and 
try mstead to produce as quickly as possible simple implements 
and tools to mcrease the output of food and shoes and houses 
That would have mvolved an enormous loss of capital, sunk in 
the abandoned construction works ^ 

Exactly the same thing happens, according to the monetary 
over-investment theory, m our mdividuahstic exchange economy at 
the turning-point from prosperity to depression during the ordinary 
business cycle The only difference is this what in a commu- 
mstic society is done upon a decision of the supreme economic 
1 counal IS m our mdividuahstic economy brought about as 
f the net effect of the mdependent actions of individuals and carried 
out by the price and mterest mechamsm 

It is not so easy to trace this process m detail, step by step, as 
It IS to convey the general meamng of the argument and, at this 
crucial pomt, the reasonmg of our authors is not always altogether 
clear and consistent It should be kept m mmd that we are 
still concerned with what happens at the end of the boom and with 
the nature of the maladjustment which necessarily emerges and 
leads to the collapse What happens after the turn will be dis¬ 
cussed later We shall see that, once the depression has started, 

‘ Since the appearance of the first edition of this book, a very lucid 
analysis, also in “ real ” terms but much more elaborate than the above, 
has come to the author’s notice Autour de la crise amencaine de 1907, 
ou Capttaux-rMs et Capitaux-apparents, by iMarcel Labord^re (enlarged 
reprint from the Revite de Pans of February ist, iqo8), Pans, 1908 
This important study has been entirely overlooked by the whole literature 
on the subject 
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the whole econorruc scene is completely changed and quite 
different arguments apply 

The proximate cause for the breakdown of the 
Shortage of boom is almost mvariably the inability or unwiUing- 
investible ness of the bankmg system to continue the expansion 
funds Furthermore, it can be shown that a mere stoppage 

of expansion without actual contraction is very 
hkely to lead to serious trouble The process of expansion and 
mvestment involves the bankmg system m heavy commitments 
for the future, not in the legal but in the economic sense The 
newly started roundabout methods of production can be completed 
only if a flow of capital is available over a considerable period If 
this flow IS not forthcommg, the completion of the new schemes 
IS impossible This must not be mterpreted m too narrow a sense 
What IS meant is not merely that the construction of an mdivisible 
piece of investment, a railway hne or a power-plant or a new 
Cunarder, may have to be mterrupted ^ A much more important 
case IS where a higher stage m the structure of production has been 
so much developed that it can work with full capacity only if the 
lower stages are addmg to their eqmpment If the steel mdustry, 
for example, has been developed to satisfy the needs of a rapid 
expansion m the buildmg or automobile industry, it may suffer 
a contraction as soon as the buildmg or automobile mdustry— 
without actually contractmg—stops expandmg and no longer 
adds to Its equipment This proposition will be discussed m 
greater detail in connection with the so-called “ acceleration prm- 
ciple ” It explains or helps to explam why the transition from 
expansion to a stationary state is so difficult 

As has already been said, the fact that banks are forced to stop 
expansion for monetary reasons is the proximate cause of the 
boom’s commg to an end Shortage of capital causes the_cDllapse, 
but the term “ shortage of capital ” is provisional and has to be 
used with great care In the first mstance, it may be mterpreted m 
the monetary sense as equivalent to a shortage of mvestible funds 

» Such an over-narrow interpretation of the ‘ Austrian ” theory seems 
to be implied in Professor D H Robertson’s article “ Industrial Fluc¬ 
tuations and the Natural Rate of Interest ” in Economic Jovvnal, Vol 44, 
1934, page 653 
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The whole over-investment school, however, deny that the 
difficulty IS a purely monetary one They deny that monetary 
measures could avert the crisis, and contend that they could 
only postpone it If all legal and customary hmitations were 
removed and the necessary funds provided, the monetary expansion 
could go on, but prices would inevitably rise There would 
be no end to this rise of prices, which would proceed with mcreas- 
ing rapidity hke the German inflation m 1921-1923, and, if the 
credit expansion were not stopped, it would be brought to an end 
by a complete collapse of the monetary system—that is to say, 
the public would eventually abandon and repudiate the rapidly 
depreciating currency, as the German pubhc started to do with 
the German Mark in 1923 

Great pains have been taken to explain this 
Hayel^s process m terms of relative prices and of supply 

theory and demand for particular types of goods To 

of capital Professor Hayek we owe the most elaborate 
shortage analysis It runs as follows 

The whole stream of money or flow of purchasmg 
power—that is, the demand for goods in terms of money per umt 
of time—is at any given pomt of time divided between producers’ 
goods and consumers’ goods Since the productive process is 
spht up into numerous successive stages—or, in other words, 
smce the origmal factors of production (whatever that may mean) 
have to undergo numerous successive transformations betore they 
are ready for final consumption—^the money volume of transactions 
m producers’ goods per unit of time is a multiple of transactions 
m consumers’ goods Much more money is spent per umt of 
time on producers’ goods in all stages than on consumers’ goods 
If a part of income is saved and mvested, ceteris paribus^ the pro¬ 
portion between the demand for consumers’ goods and the demand 
for producers’ goods is modified m favour of the latter, and it 

* This qualification is necessary, because there are other facts which 
influence the proportion mentioned in the text If, for example, two 
or more successive stages of production are merged and run by a single 
firm instead of by two mdependent firms, the transfer of the interme¬ 
diate goods from the former to the latter will from that time on be 
accomplished without the help of money The amount of money required 
m the business sphere is reduced by such an act of integration 
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must be permanently modified because, by the act of savmg, the 
stock of capital, as well as the volume of transactions in capital 
goods, has been permanently mcreased 

An analogous change m the proportion between money spent 
for consumers’ and producers’ goods may be mduced by injections 
of bank credits for production purposes But m that case, in 
contradistinction to the case of voluntary saving, there is a strong 
probability that mdividuals will tend to restore the old propor¬ 
tion “ Now, the sacrifice is not voluntary and is not made by 
those who will reap the benefit from the new mvestments It is 
made by consumers m general who, because of the increased com- 
peution from the entrepreneurs who have received the additional 
money, are forced to forgo part of what they used to consume 
There can be no doubt that, if their money receipts should rise 
again, they would immediately attempt to expand consumption 
to the usual proportion And receipts will rise sooner or later, 
for the new money is spent partly to hire labourers, partly to buy 
capital goods of all sorts, and in both cases the money, partly at 
once, partly after a while, becomes additional income in the hands 
of the owners of the factors of production 

There is another factor which tends to swell the 
Faulty, demand for consumers’ goods Bookkeepmg is 
bookkeeping more or less based on the assumption of a constant 
practices value of money Periods of major inflations have 
shown that this tradition is very deeply rooted and 
that long and disagreeable experiences are necessary to change 
the habit One of the consequences is that durable means of 
production—such as machmes and factory bmldmgs—figure m 
cost accounts at the actual cost of acqmsition, and are written off 
on that basis If prices rise, this procedure is illegitimate The 
enhanced replacement cost should be substituted for the origmal 
cost of acqmsition This, however, is not done, or is done only 
to an insufficient extent and only after prices have risen con¬ 
siderably The consequence is that too little is written off,^^er 
profits appear,2 and the entrepreneur is tempted to mcrease his 

* Hayek Prices and Production, 2nd ed London, 1934, P^ge 57 

* These paper profits are also likely to add to the cumulative force of 
the upswing, because they stimulate borrowers and lenders to borrow 

5 
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consmnpim CapiBl m such ase is treated as income! In 
Other word>, consumption exceeds current production 

If the demand for consumers’ goods rises rek- 
The onist tively to the demand for producers goods, consu- 
of the mers’ goods industries become relatively profitable, 
depression and factors of production are enticed away from the 

higher stages of production and employed in the 
lower stages. The price of labour (wages) and of other mobile 
means of production, which can be used in various stages and can 
be transferred from the higher to the lower stages, rises This 
involves a rise in money cost, which affects both lower and higher 
stages of production But, while in the lower stages demand has 
risen, this is not true of the higher stages Hence losses and a 
curtailment of production in the higher stages The coUapse 
of the boom has begun 

It sounds perhaps paradoxical that a general increase in demand 
for consumers’ goods should have an adverse influence on the 
production of capital goods in general, which derive their economic 
value from the consumers’ goods which they help to produce 
The paradox has puzzled many writers, but it is not difficult 
to explam * It should be borne in mmd in the first place that 

and lend more They foster the optimistic spirit prevailing during the 
upswing, and so the credit expansion is likely to be accelerated This 
phenomenon has its exact counterpart during the downswing of the cycle 
See the excellent analysis of this phenomenon by E Schiff, Kapitalbildung 
und Kaptialaufzehrung tm Konjunkturverlauf (1Q33), esp Ch IV, pages 
113-134 , also Fr Schmidt, Die Industriehonjunhtur — e%n Rechenfehler 
(1927), who has tried to build a complete theory of the cycle on this factor 

* In so far as entrepreneurs repay loans to the banks, they find them¬ 
selves in possession of a real surplus, since their obligations have remained 
unchanged, while their receipts, etc , have risen owmg to the rise in prices 
This surplus may, and probably will, to a certain extent be utilised for 
increased consumption Professor Robertson has drawn attention to 
this consideration see his Banking Policy and the Price Level, 2nd ed , 
London, 1932, page 73 A further factor which operates in the 
direction of increasing demand for consumers’ goods is the fact that with 
rising prices, the consuming public is likely to dishoard and “to hurry 
on with the purchase of goods (such as clothes and motor-cars) of 
which the exact moment of purchase can be varied within pretty wide 
limits ’’ (Robertson, op cit , page 75) 

• A H Hansen and H Tout, in "Investment and Saving in Business 
Cycle Theory," Econometnea, Apnl 1933, have pointed out the underlying 
assumptions 
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the proposition holds good only if all factors of production are 
reasonably well employed or if at least some of the factors attracted 
to consumers’ goods trades would otherwise have been employed 
elsewhere. In other words, under full employment, the production 
of consumers’ good or that of producers’ goods are alternatives ^ ® 
At the end of the boom, the condition of reasonably full employment 
can as a rule be assumed to be true Secondly, it is assumed that 
the demand for consumers’ goods rises relatively to the demand for 
producers’ goods This second assumption excludes the possi¬ 
bility of a compensatory expansion of credit, smce, if credit for the 
purpose of acqmrmg producers’ goods could be expanded pan 
passu with the mcreased demand for consumers’ goods, it would 
no longer be true that the proportion between demand for con¬ 
sumers’ goods and producers’ goods has changed * The change 
involves a rise m interest rates, for prosperity in consumers’ goods 
mdustries holds out good prospects of profits in the higher stages 
of production Producers in the higher stages of producUon will 
be eager to contmue lengthening the productive structure and will 
try to raise the necessary funds by borrowing from the banks 
Demand for credit rises, but supply is unchanged, or not suffi¬ 
ciently changed—for it is assumed that credit ceases to expand, or 
does not expand sufficiently This entails a rise in interest rates, 
and such a rise, as Professor Hayek has shown, falls more heavily 
on production costs in the higher than m the lower stages of pro¬ 
duction The situation is now, therefore, that money cost has 

> If competition in the labour market and the mobility of labour are 
imperfect, the condition of full employment can, of couise, be relaxed 

* The fact that the production of consumers’ goods can be expanded 
only at the expense of a reduction 111 the production of producers’ 
goods and vice versa does not, of course, hold if there are idle factors of 
production available Furthermore, it does not preclude the possibility 
that, besides this physical connection between the production of the two 
categories of goods, there may be connections of another nature —e g , 
an increase in the production of consumers’ goods may tend to stimulate 
the production of producers’ goods, as postulated by the “ acceleration 
principle ” (see below, § 17 seq of this chapter), or there may be a 
causal connection in the opposite direction as postulated by the so-called 
“ multiplier ” (see below, passim) 

• The proposition therefore does not apply durmg depression when 
there are unemployment, unused plant in almost all branches of industry, 
and a plentiful supply of credit 
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risen, but demand has not risen (or not sufficiently risen), because 
the necessary funds are no longer forthcoming 

This is the exact and full interpretation of what is loosely called 
a “ shortage of capital ”, and it is a shortage of capital m this well- 
defined sense that is supposed to be the real cause of the break¬ 
down “ Shortage of capital ” in this sense is eqmvalent to under- 
savmg and over-consumption If people could be mduced to 
save more—that is, to spend a smaller part of their income on 
consumers’ goods and devote a larger part (through the inter¬ 
mediary of the capital market) to the purchase of capital goods—the 
flow of money and the structure of production would be brought 
mto harmony and the breakdown avoided 

If this cannot be achieved—and the chances that 
The fruits of it will be achieved are almost ml—the new exten- 
the boom lost sions to the structure of production are doomed 
tn the crisis, to collapse With some shght exceptions which are 
introduced as after-thoughts and treated as theo¬ 
retical curiosities of no practical importance, the authors of the 
monetary over-mvestment school conclude that every credit expan¬ 
sion must lead to over-mvestment and to a breakdown It is 
asserted over and over agam with great emphasis that it is impossible 
to brmg about a lastmg increase in the capital stock of soaety as a 
whole by means of forced savmg and that no permanent extension 
of the structure of production can be accomphshed with the help 
of an mflationary credit expansion What is thus built up durmg 
the upswmg will inevitably be destroyed in the breakdown ^ 

In the specific case of the American boom of i9Z5-i929, the 
authors are emphatic that the same thmg applies to an expansion 
which does not lead to a rise m prices, but is just enough to prevent 
a fall in prices that would otherwise have taken place because of 

* The durable means of production constructed during the upswing 
outlast, of course, the boom But the contention is that they are lost 
economically They are’’not used at all or are used in such a way that 
their margmal product does not cover the cost of reproduction It 
should, however, be noted that important qualifications are called for 
m respect of permanent goods or instruments where the cost of mamten- 
ance is negligible compared with production cost 

Compare H S Ellis, German Monetary Theory I90'5-I933 (1934), 
pages 425-431, on other views on "The 'Productivity ’ of Bank Credit” 
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a continuous increase in the volume of production For reasons 
which will be expounded in the subsequent pages, it seems, how¬ 
ever, that the undertaking to prove this latter point rigorously 
has not been made good 

In his Prises and Production,^ Professor Hayek 
Neisser’s argues that, even where the extension of the 
criticism structure of production which entrepreneurs were 
induced to undertake by the artificial cheapening 
of credit is completed, the old arrangement tends to be restored 
later on for the reason that consumers will “ attempt to expand 
consumption to the usual proportion ” ^ and “ the money stream 
will be re-distributed between consumptive and productive 
uses m the same, or nearly the same, proportion as it was 
distributed before such proportion was artificially distorted from 
the normal by the injection of money 

But, as Professor Neisser^ has shown, there is no reason to expect 
this return to the old arrangement, if the new roundabout methods 
of production have been brought to completion When they 
are completed, the flow of consumers’ goods which was temporarily 
reduced will rise again, and wiU even reach a higher level than that 
from which the expansion started, so that consumers can safely 
expand their consumption Forced saving will cease to be 
necessary when the new processes of production are completed 
When they are completed, all that is required to mamtam them 
is that the entrepreneurs—not the consumers—should refram 
from “ dismvestments ”, that is, from consuming capital or 
from spendmg amortisation quotas on consumption There is 
no reason why the old proportion between money spent for 
consumers’ and for producers’ goods should be restored It is 
not true that the whole of newly mjected money becomes mcome 
either at once or after a while Part of it must be retained by 
the entrepreneurs m order to pay for mtermediate goods (in 


• 2nd ed , pages 55 et seq 

• Ibid , page 57 

• Ibtd, page 58 

‘ "Monetary Expansion and the Structure of Production" in Social 
Research, Vol I, New York, November 1934, pages 434 et seq Similar 
objections had been raised by Piero Sraffa, Economic Journal, March 1932 
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contradistinction to payments for the original factors of produc¬ 
tion) In other words, only a part of the new money becomes 
mcome Another part remams permanently m the busmess 
sphere It is only if entrepreneurs “ dissave ”—t e , if they eat up 
their capital and refrain from mvesting that part of their gross 
receipts which is not net mcome (workmg capital and amortisation 
quotas)—that the pre-mflation arrangement is restored 

We may conclude that the theory under review is bound either 
to assume that the former proportions between capital and income 
will be restored by actual capital consumption or that the expansion 
must be discontinued before the new processes have been completed 
—or rather before all the new processes have been completed 
This latter quahfication seems to be called for, and is important, 
because it sheds doubt on the contention that no permanent extension 
of the process of production can be effected by a credit expansion 
It IS a plausible assumption that, when the expansion comes to 
an end, there will always be som new processes in an incomplete 
state But there is no reason why others should not have been 
completed The latter can be retained when the former have to be 
scrapped This cessation of work is the essence of the crisis 
But why must there be any mcomplete processes at all when the 
expansion has to end ^ Professor Hayek admits the possibihty 
of the expansion’s tailmg-off gradually, in such a way that the 
started processes are completed but no new ones are inaugurated 
(except where voluntary savings are available) But, evidently, 
he does not believe that this possibihty has any practical importance 
Much seems to depend on the intensity of the expansion and on 
certam “ indivisibihties ”, on which Professor Robertson lays so 
much stress But the writers of the group under review have 
not discussed this point in detail We shall have occasion to 
deal with it m another connection 

It is evident that no collapse would occur if the 
Why need credit expansion could go on indefimtely. It 
the expansion follows—the point is made by Professor Hayek 
end? himself—that a crisis is equally mevitable m the 

case of voluntary saving if the flow of saving is 
suddenly reduced It is, however, asserted—although the reasons 
given are not always quite convincing—that sudden changes are not 
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likely to occur m respect of voluntary saving, while forced saving 
must come to an end abruptly It is therefore very important 
to ask why should the expansion of credit stop The answer 
IS that in a closed economy, leaving out of account purely monetary 
and institutional factors (inabihty of the banking system to continue 
expansion withm the limits fixed by the gold standard or some 
other legal or customary rules), the continuance of the expansion 
will involve a progressive rise m prices A progressive rise m ^ 
prices and the danger of a complete collapse of the monetary system 
IS the only insurmountable barrier which prevents an indefimte 
contmuation of the expansion' 

It seems to follow that the present theory does not prove, as 
It claims to do, that a credit expansion which does not lead to a rise 
in prices but only prevents a fall in prices must have the same evil 
effect as the more violent type which brings about a rise in the 
absolute price level In a progressive economy, where the output of 
goods in general grows contmually and prices tend therefore to fall, 
there is scope for a continuous expansion of credit at a steady rate 
Against this objection, the following argument has 
Necessity of been advanced * It is true, in an economy where 
quantitative the output, owmg to improvements m the methods 
assumptions of production, grows at a constant rate, that a 
steady expansion in terms of money may be made 
that IS to say, per umt of time a constant amount of new money may 
be put into circulation * But even if this is just enough to keep the 


' Hayek “Capital and Industrial Fluctuations" in Lconometnca, 
Vol II, April 1934, page 161 Reprinted as Appendix to 2nd ed ol 
Prices and Production See also E F M Durbin Purchasing Power 
and Trade Depression, London, 1933, pages 153-155 1 he latter concludes 
that the crisis is a purely monetary phenomenon, brought about by the 
refusal of the banks to continue the expansion of credit 

• Hayek, op cit, pages 160 and i6r 

• Mr Durbin argued that if the rate of increase of production is constant 
(say 10% per year) an increasing amount of money can be put into 
circulation without raising prices, because the absolute increase in output 
per unit of time increases (the 10% is reckoned from an are ever-increasing 
total) Evidently, different quantitative assumptions can be made, and 
it IS imjxissible to say which one corresponds best to reality For further 
comments on the failure of the writers of the present school to make 
their assumptions quantitatively precise, see the following paragraph 
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price level of finished goods constant, prices of factors of produc¬ 
tion will rise continuously Hence, successive additions to the 
money stock will only be able to buy successively dimmishmg 
amounts of the factors of production But, to render the comple¬ 
tion of the newly initiated processes of production possible, the 
entrepreneurs m the upper stages must be enabled to absorb 
factors of production at a constant rate , and, as the prices of factors 
of production rise, a credit expansion at an increasing rate will be 
necessary to enable them to do so The conclusion is that a 
relative inflation, such as can be made withm the hmits of a constant 
price level, is not sufficient to allow of the completion of the new 
roundabout methods of production which have been imtiated 
under the stimulus of the expansion Either the rate of expansion 
of credit will be suffiaently mcreased and prices will be driven up 
and the mevitable breakdown will be postponed, or the boom 
will coUapse at once owing to an msuffiaency m the capital 
supply. 

This reasonmg is, however, not convincmg 

Incomplete The result will depend on a complicated quantita- 
assumpttons tive relationship between certain factors—namely 
{a) the rate of progress of the economy that is, 
the rate of increase m efficiency or output which determines 
the rate of credit expansion that can be made without raising 
the price level, (^) the supply of capital which is reqmred in 
successive periods to make possible the completion of productive 
processes which have been started in the past In respect to 
both factors. Professor Hayek’s argument makes imphcitly cer- 
tam assumptions, the bearmg of which is not quite clear The 
problem has not been either clearly visuahsed or exphcitly stated 
The concrete circumstances by which the magmtude of the two 
factors IS deternuned are left vague It is open to grave doubt 
whether generahsations can be made on this pomt without extensive 
factual mvestigations 

In any case, the theory m its fully developed form seems to 
make the emergence of a serious disequihbrium dependent upon 
relatively small fluctuations in the rate of forced saving This 
bemg so, the question arises whether fluctuations of this order of 
magmtude are not equally hkcly to occur m the flow of voluntary 
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savings ' If they do occur, evil consequences must be expected, 
even in the absence of credit mflation (We shall see, m connection 
with the discussion of other theories, that there are numerous other 
disturbances possible which may interrupt the upswmg and 
start a vicious spiral downward—disturbances which are probably 
of the same, or even of a higher, order of magnitude than the 
fluctuations m the rate of forced or voluntary savmg discussed 
above) 

To sum up, we may say that the theory has not proved rigor¬ 
ously that a stabihsation of prices m a progressive economy must 
always lead to over-production, crisis and depression ^ The 
practical importance of this conclusion is considerable m view of 
the American prosperity in the twenties, a notable feature of which 
was the fact that wholesale prices did not rise 


§ 5 THE DOWNSWING 

The theory of the depression is not nearly so 
The depression fully elaborated by the authors of the monetary 
as a period over-investment school as the theory of the boom 
of readjust- The depression was originally conceived of by them 
meat as a process of adjustment of the structure of pro¬ 
duction, and was explained in non-monetary terms 
Durmg the boom, they argued, the process of production is unduly 
elongated This elongation has accordingly to be removed and 
the structure of production has to be shortened or, alternatively, 
expenditure on consumers’ goods must be reduced (by retrench¬ 
ment of wages and other incomes which are hkely to be spent 


• Cf C Bresciam-Turroni, “TheTheory of Saving" in £coMowjca, 1936, 
pages 165 et seq 

• The following statement of a prominent adherent of the monetary 
over-investment theory is significant "This theory does not make 
the pretence of being the only explanation of all cycles and crises that 
have ever occurred, nor does it pretend that it states unconditional 
necessities” (F Machlup, "Professor Knight and the 'Period of 
Production’ " m Journal of Political Economy, Vol 43, October 1935, 
page 622 
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wholly or mainly on consumers’ goods) sufficiently to make the 
new structure of production possible This involves a lengthy 
and painful process of rearrangement Workers are thrown out 
of work m the higher stages, and it takes time to absorb them in 
the lower stages of production In modern times espeaally, with 
mflexible wage systems and the various other obstructions repre¬ 
sented by all kinds of State intervention, this process of shifting 
labour and other means of production is drawn out much longer 
than IS necessary for purely technological reasons * 

This non-monetary explanation of the depression 
The secondary is, however, admittedly mcomplete and unsatisfac- 
deflation tory The majority of the authors of the group 
under review were at first very reluctant to recognise 
that there is a cumulative process of contraction correspondmg 
to the cumulative process of expansion But eventually it was 
admitted that, in addition to the difficulties which must arise from 
the fact that the structure of production does not correspond to 
the flow of money (m other words, the disturbances which result 
from the deflection of the money stream from the higher to the 
lower stages of production), there must be a deflation—that is, a 
shrinkage in the aggregate flow of money The difficulties which 
result from this general shrinkage in the flow of money are super¬ 
imposed on the disturbances involved in the necessary readjustment 
in the structure of production Without assuming a general 
deflation, it is impossible to explam why the depression spreads 
to all stages and branches of industry, why it is not confined only 
to those industries which are over-developed and must therefore 
eventually contract (the higher stages), but extends also to those 
which are under-developed and must therefore eventually expand 
(the lower stages) It has become customary to speak of “ secon¬ 
dary deflation ”, by which it is intended to convey that the 
deflation does not come about mdependently, but is induced by the 
maladjustment in the structure of production which has led to 
the breakdown Without the latter, it is believed, the deflation 
would not start at all 


Sec cspeciallv L Robbins The Great Depression, London, 1934 
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The mechanism of secondary deflation has not been analysed 
very closely by the members of the school under review Broadly 
speaking, there are two views 

{a) P rofessor Ropk e has studied the question in various publi¬ 
cations^ and has come to the conclusion that the process of defla¬ 
tion has a tendency to become cumulative and self-perpetuatmg 
Genetically, it is true, it is connected with the extravagances of the 
preceding boom and the real maladjustment which the boom has 
produced B ut the interisity of the deflation by no means neces¬ 
sarily corresponds to the extent of the over-inves tme nt It is 
also untrue, he beheves, that the deflation contributes (as is more 
or less vaguely suggested by the other authors of the monetary 
over-investment school) to brmging about the necessary adjustment 
(shortening) m the process of production Once started, the 
deflation is propelled by its own momentum and by a number of 
institutional factors What these factors are and how they work, 
we shall discuss at greater length in another connection Hawtrey, 
Keynes, Pigou and Robertson have contributed most towards 
the understanding of this phenomenon ^ 

Those who believe that the deflation has a life of its own, so 
to speak, which is largely independent of the disequihbrium bred 
out of the preceding boom, are naturally inchned to assume that 
It can be directly counteracted, even if the boom has been allowed 
to give rise to a maladjustment m the structure of production 

Q?) The other group, in which we may reckon Hayek, Machlup, 
Mises, Robbins, Strigl, is, or was, of the opinion that the deflation 
is the necessary consequence of the boom If once the boom has 
been allowed to develop and to give rise to maladjustments, the 

‘ See Crises and Cycles, London, 1936 (translated from the German) 
"Geldtheorie und Weltknse ” m Deutscher Volkswirt of September 25th, 
1931 “ Praktische KonjunkturpKjIitik” in Weltwirtschaflhches Archtv, 34 
Band, 1931 “Trends m German Business Cycle Policy” in Economic 
Journal, September 1933 

* See, in particular Keynes A Treatise on Money, London, 1930 
Robertson Banking Poltcv and the Price Level, and the controversy 
in Economic Journal of the following dates Robertson, "Mr Keynes’ 
Theory of Money”, September 1931, Keynes, "A Rejoinder to Mr Robert¬ 
son”, September 1931, Robertson, “ Saving and Hoarding ”, September 
1933. and three notes on “ Saving and Hoarding ”, by Keynes, Hawtrey 
and Robertson, December 1933 
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price has to be paid in the shape of a process of deflation It is 
admitted by some that, at a certam point in the contraction process, 
an injection of money may help to shorten the contraction But 
they warn us at once that the mediane is very dangerous, that it 
has to_be given in careful doses, and can be useful only at a certam 
stage of the process and must be admmistered in a certam way, and 
will do harm if any one of these conditions is not strictly comphed 
with As this is too much to expect from the monetary authorities, 
the only practical pohcy is to let the deflation run its course and 
avoid interventions which would only make thmgs worse 

The most coherent theory of the depression 
The struggle along these Imes is that of Professor Strigl ^ He 
for liquidity admits that the breakdown of the boom mduces a 
process of hoarding and deflation After the 
breakdown of the boom, the banks will not merely stop expansion 
they will contract credit m order to increase their liqmdity Under 
the influence of the general feelmg of insecurity and pessimism, 
mdustrial firms will also seek to strengthen their cash reserves, and 
amortisation quotas will be kept in hquid form instead of being 
invested This general struggle for liquidity involves hoardmg 
It means that money, whose function it is to be the vehicle of 
mvestment of real capital, fails to fulfil this function and is sterihsed 
for the time bemg m swollen cash reserves or, in the case of bank 
money (deposits), anmhilated altogether The general price fall 
which ensues operates as a further deterrent to mvestment The 
profit rate falls below the money rate Perhaps the most impor¬ 
tant external symptom of this process is the mtense hquidity and 
the extremely low rates on the money market which develop durmg 
I the depression The low money rates are caused by iheJact that 
t khe overflow of funds from the money market to the capital market 
\ is impeded by an mvisible barrier of distrust and pessimism 

It goes without saying that the writers of the group not only 
admit, but even stress, the fact that the pressure of deflation is 
mtensified and prolonged by all kinds of ill-advised mtervention 
by the State and other public bodies, such as the competitive raismg 
of tariffs, the scramble for gold m order to hquidate existmg 


* Kap 7 tal und Produktion, Vitnna, 1934, pages 208 et sag 
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gold-exchange standards, and all similar measures designed to 
keep up prices and mcomes ’ 


§ 6 THE UPTURN (rEVIVAl) 

If left to Itself, the economic system would 
The effective gradually return to equilibrium with reasonably 
quantity of full employment of all productive resources The 
money equihbrium could be mamtained, if only the banks 
would refrain from a new credit expansion—in other 
words, if the money rate of interest were kept on the equihbrium 
level The equihbrium rate is imphcitly or exphcitly defined as 
that which keeps the effective quantity of money {MV) constant 
The concept “ effective quantity of money ” is very compli¬ 
cated It IS not easily defined in theory and is hopelessly difficult to 
measure statistically The difficulty comes in prmcipaUy through 
the factor “ V ” The velocity of circulation meant is not the 
transaction velocity, nor is it the mcome velocity One might per¬ 

haps call It trade velocity, the term being understood to cover all 
transactions which involve an exchange of goods in all stages of 
production, but to exclude financial transactions (eg , on the stock 
exchange) If the quantity and the transaction velocity of money 
re main constant, but at the same time the requirements of the 
financial circulation rise, the result will be a decrease m the effective 
quantity of money as defined above But these qualifications are 
not yet sufficient Allowance must also be made for mtegration 
and disintegration of the process of production If two or more 

successive stages m a particular line of mdustry (such as spi nn i n g 
and weavmg), which are carried out by mdependent firms, are 
mtegrated by the formation of a vertical trust, the transfer of the 
intermediate product from the higher to the lower stage, which 
formerly gave rise to monetary transactions, may m future be 
effected by mere entries m the books of the new firm Thus the 
merger may set free a certain amount of money The trade velocity 
of money need not be changed, but the supply of money ought to 


* See especially L Robbins The Great Depression, London, 1934 
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, be restricted, otherwise inflationary consequences will ensue 1 
From these considerations, it follows that the prescription to 
“ keep the effective quantity of money constant ” is by no means 

an easy one to follow 

The writers of the group under review are. 
Recovery m however, well aware of the gre^t danger that the 
demartd for discrepancy between the money rate and the equiii- 
ered// brium rate of interest, which prevailed during the 
depression, will at once be succeeded by a discre¬ 
pancy m the opposite direction I n vie w of the falling pri ces a nd 
the state of pessimism and discouragement, the money ram during 
the^do^Twmg stands above the natural rate When the fall of 
prices comes to an end and pessimism gives way to a more 
optimistic outlook, the current money rates,without bemg changed, 
will soon stand below the equilibrium rate In other words, the 
equilibrium rate is likely to rise above the money rate ® In terms of 

* On this subject, compare M W Holtrop De Omloopssnelhetd van het 
geld, Amsterdam, 1928, and “ Die Umlaufsgeschwindigkeit des Geldes ” 
in Bettrage zur Geldtheorte, ed by Hayek, Vienna, 1933, pages 115-211 
Compare further J Marschak “ Volksvermogen und Kassenbedarf "mAr 
chtv fdr Soztalmssenschaft u Soztalpoltt%k,Vo\ 68, 1932, pages 385-419, and 
"Vorn Grossensystem der Geldwirtschaft,” loc at, Vol 69, 1933, pages 
492-504 H Neisser Der Tauschwert des Geldes, Jena, 1928 " Der 
Kreislauf des Geldes " in Weltwtrtschafthches Archtv, 1931, Vol 33, pages 
365-408 "Volksvermogen und Kassenbedarf” in Archtv fur Sozialwis- 
senschaft u Soztalpohtik, Vol 69, 1933, pages 484-492 A W Marget 
"A Further Note on Holtrop’s Formula for the 'Coefficient of Differen¬ 
tiation' and Related Concepts” 111 Journal of Pohhcal Economy, Vol 41, 
pages 237-241 and “The Relation between the Velocity of Circulation of 
Money and the Velocity of Circulation of Goods”, loc at, Vol 40, 1932, 
pages 289-313 and 477-512 J Schumpeter “Das Sozialprodukt und 
die Rechenpfennige ” in A rchtv fur Soziahbissenschaft u SozialpoltHk, 
Vol 44, pages 627-715 The whole literature on this subject is well 
reviewed and summarised by Professor H S Ellis, German Monetary 
Theory 1905-1933 (Cambridge, Mass , 1934), II, and by A W Marget, 
The Theory of Prices A Re-examtnatwn of the Central Problems ol Mone¬ 
tary Theory, Vol I, New York, 1938, paisim 

• In the earlier versions of the theory, the assumption was made, more 
or less explicitly, that the discrepancy between the equilibrium rate and 
money rate of interest is always brought about by a lowering of the money 
rate—that is, from the supply side It is now pretty generally accepted 
that the situation is more complex and that the equilibrium rate is likely 
to move upward under the influence of psychological forces, price changes, 
inventions and discoveries, etc 
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supply and demand, this can be expressed by saying that the credit 
demand curve will move to the right or, loosely speaking, that 
demand will rise At the same time, the banks will be in a liquid 
position, and there is every reason to expect that they will liberally 
the increased demand for credit The harrier between 
the money market and the capital market is broken down, and the 
funds accumulated behind the barrier ftow mto the mvestment 
market ^ 

Th^us a new upswing starts smoothly at first, almost impcrcep- 
tibly-^ouT of the ashes of the last boom No special stimulus 
from outside is required in the shape of mventions, crop changes, 
discoveries, etc We shall see, however, that the writers of the 
next group believe that such an mcentive from outside is necessary 
In this respect the present theory is the more “ endogenous ” in the 
previously defined sense But it would seem to be difficult and | 
not very helpful to lay down hard-and-fast rules as to whether | 
the upswing must be assumed to be brought about by forces 
“ mternal ” or “ external ” to the economic system 

It is convement at this point to introduce the 
Expansion question of the existence of unused productive 
from a resources of all kinds The explanation given by 
position the writers of the school under review for the 
ojpartial upswing, or rather for the boom, almost mvariably 
employment, starts from an equihbrium position with full employ¬ 
ment of the means of production ^ But the argu¬ 
ment can easily be adapted to the other case If there are unem¬ 
ployed resources, evidently the expansion of credit may go on 
much longer than when all resources are employed There need, 
then, be no shift of factors from the lower to the higher stages, 

* Stngl, op cit, Anhang I It may be added that, owing to the exis¬ 
tence of the various reserves which will have been accumulated during the* 
depression, the expansion can go far with little or no help fiom the; 
banks 

• Professor Hayek in particular has laid down the methodological rule 
that the analysis of the cyclical movement should never start on the 
assumption of existing unemployment because that would beg the 
question of why unemployment can exist at all This postulate would 
seem to narrow down unduly and quite unnecessarily the scope of such 
analyses 
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but only the absorption of unused resources predominantly m 
those stages of production which are especially stimulated by the 
expansion—namely, in the upper stages (capital goods industries) 
Argumg along the hnes of the theory under review, one has to 
assume that the unemployed resources are mamly put to work 
in the higher stages (capital-goods industries) But, so long 
as there is a reserve of unemployed resources, the reaction from 
excess mvestment, which consists (as we have seen) of a 
comparative rise m the demand for consumers’ goods, will not 
produce a breakdown, smce there is no necessity to detach factors 
of production from the higher stages Prices need not rise much 
The expansion of credit can go on 

This process has never been analysed so closely as the process 
of expansion starting from a position of full employment * But, 
applying the same type of reasoning, the conclusion seems to be 
as follows A^disequihbrium between the higher and the lower 
stages IS produced by the fact that the unemployed resouxfes are 
not distributed among the different stages of production m the 
way they ought to be if ultimate equihbrium is to emerge A 
larger amount is absorbed into the higher stages than c^ m 
the long run be employed there with the given rate of voluntary 
savmg. Thus the recovery from the depth of the depress ion has 
a wrong twist from the beginning. 

§ 7 RHYTHM AND PERIODICITY 

Professor Mises gives the foUowmg answer to 
The idE oJoffMl the question why the cycle of prosperity and 
basts depression recurs again and again * T^ behaviour 
of inflation of the banks is responsible for the occurrence of 
the business cycle If the banks did not push the 
money rate below the natural rate by expanding credit, eqmhbrium 
would not be disturbed. But why do the banks make the same 
mistake again and agam ^ “ The answer must be : because the 

' See, however, Bresciam-Turroni, “ The Theory of Saving ” in Econo- 
mica. May 1936, pages 172-174 

• Geldwertstabihsierung und KonjunkturpoliHh, Jena, 1928, pages 56-61 
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prevailing ideology among business-men and politicians looks on 
the reduction of the rate of mterest as an important aim of 
economic policy, and because they consider an inflationary ^ 
expansion of credit the best means to attain that objective ” 
(page 5 8) “ The root cause of the phenomenon that one business 
cycle follows the other is thus of an ideological nature ” (page 60) 
Professor Mises beheves, furthermore, that the commercial banks 
alone without the support of the central bank can never produce a 
dangerous credit inflation, because they would immediately lose 
cash and become msolvent It is only with the backing of the cen¬ 
tral bank that it is possible to expand credit sufficiently to produce 
a^angerous boom The ability of the central banks to increase the 
circulation is due to the monopoly which they hold of the issue 
of bank-notes If the issue of notes were not a monopoly, if compe¬ 
tition were restored in this field of the central banks’ activities—that 
IS to say, if every bank had the right to issue notes, convertible into 
legal tender money (gold)—a dangerous expansion of credit and 
reduction of the interest rate would be impossible The unsound 
banks would quickly be elimmated, and the sound banks would 
learn by experience that expansion is punished by bankruptcy ^ 
All the other members of this group of writers 
What banking believe that the solution of the problem of the rhyth- 
policy will mic nature of the cycle is not so simple as the above 
eliminate They would all probably agree that there must exist 
the cycle ? some form of banking policy by following which 
the business cycle would be elinunated But they have 
become more and more conscious of the difficulties of givmg prease 
criteria for the ideal pohcy It is not a sufficient explanation to say 
that from time to time banks lower the rate too much As has 
been pointed out above, it is rather the rise in the equihbrium 
rate than the fall in the money rate which creates the discrepancy 
between the two 

It follows that It is impossible to define the policy which the banks 
should pursue in negative terms by saying that the banks should 
refram from lowering the rate of interest It must be stated in 

* Compare Professor H Neisser's criticism in his article “Noten- 
bankfreiheit ?” in fVeltwirtschafthches Archiv, Vol 32 pages 446-461, and 
Vera Smith, The Rationale of Central Banking, London, 1936 
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positive terms that they should vary the rate m such a way that 
no credit expansion or contraction ensues m the face of changing 
demand for credit. But this, again, seems simple and exact only 
on a superfiaal view It has been pomted out above how difficult 
It IS, even la theory, to define exactly what is meant by saying that 
the effective quantity of money should be kept constant In addi¬ 
tion to the theoretical difficulty of giving exact criteria, there is the 
extremely difficult task of applymg these criteria m concrete cases 
Professor Hayek has pointed out that, for the individual banker. 
It IS impossible to distinguish between deposits which have been 
created by voluntary saving and deposits which have an inflationary 
origm The velocity of circulation of money, especially of bank 
money (deposits), may change without affecting the reserves of 
the banks Neither bank reserves nor reserve ratios nor the price 
level are an unfaihng criterion of the correct credit policy from 
the standpoint of the theory under review Expansion may 
take place without any action on the part of the banks. 

Professor Machlup^ has called attention to one 
Cyclical factor which helps to explain the recurrence of the 
implications cycle and throws into relief the passive role of 
of seasonal the banks, at any rate during the first phase of the 
variations upswing It is this A considerable portion of 
tn credit the payments which have to be made during a 
given period, say a year, are not evenly distributed, 
but are concentrated at certain dates, some of them at the end of 
each month and others at the end of each quarter Therefore, 
even with the most elaboiate clearing and compensation arrange¬ 
ments, no complete continuous offsetting of the debts and 
habilities of each firm is possible At the critical dates, at the end 
of the month and of the quarter, there is therefore always a strong 
demand for short-term credit and a resultant strain on the money 
market. If the banks were not able and willing to relieve this 
monthly and quarterly tightness of money by granting temporary 
credits, individual firms would be compelled to provide for their 
requirements at the critical dates by accumulating cash during 


* See his book, Borsenkredit, Industnekredit und Kapitalbxldung, Vienna, 
1931. pages 161-178 • 
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the intervals between them But, as the banks lend money to 
overcome these difficulties—credit expansion for such a temporary 
stringency being generally regarded as perfectly legitimate and 
safe—It is not necessary to accumulate cash, and the sums involved 
can be invested instead 

It IS clear that we have here a source of inflation, and the inflation, 
according to Professor Machlup, will not be confined to the single 
occasion of the first introduction of these “ ultimo loans ”, but 
will tend to recur cyclically “ While the utilisation of temporary 
surplus cash together with (inflationary) bank credit created the 
possibihty of imtiatmg illicitly long processes of production, 
the depression, after the elimination of the untenable enterprises, 
will release these sums again ” (pages 175 and 176) During the 
depression, the investment of these sums is impossible, and they 
accumulate on the money market, but, as soon as the spirit of 
enterprise revives, they can be utihsed for financmg the boom for 
a long time without any, or with very httle, additional bank credit ^ 
We may conclude that the question why one cycle j 

Summary follows another without interruption cannot be j 
answered,, on the basis of the theory under review, [ 
by a simple formula The inevitability of the sequence “ forced 
saving—breakdown—depression ” has been somewhat whittled 
down The severity of the dechne is no longer behevcd to vary' 
rigidly with the degree of the structural maladjustments which gave 
rise to It There is no longer the same confidence in the inevita-* 
bility or the curative function of the depression Above all, it has 
been reahsed to be impossible to fix the sole responsibihty for the 
boom on the expansionary propensities of the banking system 
Ewn in a purely cash economy, mov^eats^ of hoarding and' 
dishoardmg might be induced, with the result that waves of expan-. 
Sion and contraction of econonruc activity would take place 
thus seems impossible to reduce to a few simple rules the problerrl 
of what ought to be done to eliminate the cycle The high expec¬ 
tations which were origmally entertamed m this respect have givenj 
way to a much more cautious and much more sceptical attitude 

* Whilst there can be little doubt that we have here a possible source 
of inflation (whatever its quantitative importance), it is difflcult to see 
in this factor any independent cyclical significance 
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§ 8 INTERNATIONAL COMPLICATIONS 

A systematic account of the international aspect 
Guiding of the busmess cycle on the basis of the theory 
principles, hitherto under consideration has never been 
attempted With the help of the theory of the 
international money mecharusm, it is, however, possible to trace 
out the way in which (if one accepts the monetary over-investment 
theory) the course of the cycle in a particulai country must be 
mfluenced by its position in the mtemational economy, and the 
manner in which the cyclical movement m such country is likely 
to react on the country’s mtemational trade and on the mtemal 
situation of other countries 

As in the case of the purely monetary explanation of the business 
cycle, the first questions to be asked are How does a given change 
m the international situation of a country influence the expansion 
or contraction of credit ^ Is it likely to facilitate and prolong, 
or retard, an expansion already under way ^ How is a contraction 
in process influenced by a given change ip other countries ^ It is 
impossible to enumerate and systematise at this point all the 
conceivable contmgencies But a few prmciples may be laid down 
and some illustrations be given 

Any improvement m the balance of payments 
Influences —that is to say, any mcrease in the demand for 
througj) the the means of payment of a given country m terms 
balance of of the money of other countries—will have an 
payments expansiomst influence This improvement may 

- be due to a great variety of circumstances—changes 

m the demand for particular commodities, crop changes, capital 
movements, etc The erection of new tariff walls by an mdividual 
country, if not followed by compensatory action on the part of 
other countries, will have a favourable mfluence on the mtemational 
monetary situation of the country which has raised its tariffs. In 
other words, it will enable the latter to expand its circulation 
without a deterioration of its exchange rate Thus, the immediate 
mfluence of protectionist measures may be a stimulation of 
prosperity or an alleviation of depression But the conditions 
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in which this is true must be borne in mind. If many countries 
pursue this policy at the same time, the stimulatmg influence is 
lost In the long run, the raismg of tariff walls impairs the national 
dividends of all the countries mvolved ‘ Indirect effects ^, on 
capital movements) may prevent even the immediate stimulation 
afforded by protectionist measures Finally^ aru improvement m 
t he ba lance of payments can always be utihsed as a means of 
increasmg the gold and foreign-exchange reserve m heu of 
exp^dmg the circulation 

While mtemational mfluences are capable of stimulatmg of 
retardmg a process of expansion or contraction, they may also 
arrest and reverse it—that is to say, mtemational forces may start 
a revival or precipitate a crisis and depression m a country 

Under the gold standard, the monetary 
The gold authorities are obliged, if the coimtry is losmg 
standard gold, to put the brake on expansion Gold may 
flow out either because the country has expanded 
more rapidly than other countries and prices are getting out of Ime 
with those m the rest of the world, or because other countries have 
started to contract or because there is a movement of capital (which 
may have been brought about by a great variety of causes), or 
because of a crop failure which necessitates increased imports or 
reduces exports, etc Instead of contractmg, a country may choose 
to leave the gold standard If this is not thought safe, as bemg 
hkely to lead to a flight of capital, resort may be had to exchange 
control Thus, innumerable possibilities may arise, which cannot all 
be worked out at this point but they can easily be analysed in the way 
mdicated, although it may be extremely difficult to foresee in any 
given case the outcome of the many forces and reactions involved 
The fact that a crisis and depression or a revival is brought 
about m one way or another by “ international forces ” m no way, 
therefore, invalidates the theory of the business cycle, even though 
the theory has been elaborated without taking into account these 
international complications 

* Therefore, the statement made in the text is perfectly compatible 
with the free-trade argument Th^ qualifications made should be 
s uffic ient to exclude protectionist measures from the arsenal of a rational 
depression policy 
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In arguing on the basis of the over-investment 
International theory, special attention must be paid to Internationa] 
capital capital movements ^ They not only affect the 
movements purely monetary situation by stimulating or retard¬ 
ing the expansion or contraction of credit they 
have also a bearing on the structure of production An individual 
country may finance a boom, wholly or partly, by capital imports 
from other countries instead of by an internal expansion of credit 
and forced saving So long as this is possible, the reaction which 
the theory under review holds responsible for the breakdown— 
namely, a corresponding rise in the demand foi consumers’ goods 
—may be staved off Thus, in so far as a particular country is 
concerned, the boom may be prolonged On the other hand, 
international capital movements are subject to risks and disturbances 
which are absent in the case of an internal expansion 

An interesting question is how the composition 
The of exports and imports of a country changes during 
composition the different phases of the cycle It might be sup- 
of exports posed that capital imports during the upswmg are 
and imports bound to be effected through the import of capital 
goods As a general statement, this would, 
however, be wrong In any given situation in respect of tariffs 
or otherwise, what a country imports will depend on the compara¬ 
tive cost situation or, in other words, on the comparative facilities 
of the various countries for the production of different types of 
goods It is conceivable that capital for investment purposes 
may be imported, not in the shape of capital goods (raw materials, 
machinery, electrical equipment, etc ), but in the shape of consumers’ 
goods This will be the case iq a country where capital-goods 
industries and the production of raw materials are well developed, 
while consumers’ goods industries are less so * 


* See especiallv R Nurkse I ntet nation ale KapitalbetL'egungen, Vienna, 
193s, Ch V, pages 1S7-211 

“ We need not go into the causes which give a country an advantage 
in the production of this or that type of goods They range from climatic 
conditions and the quality of the soil to the structure of the tariff and social 
legislation Cf B Ohlin, Intenegional and International Trade, passim, 
Cambridge, Mass (USA), 1933 
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It IS difficult to find concrete examples which illustrate this propo¬ 
sition, since in actual fact the situation is usually very complex. 
Countries do not usually speciahse solely in the production of con¬ 
sumers’ goods, capital eqmpment, or raw materials, etc. Still, the 
ccononuc equipment is usually deficient in various directions, 
though protectionist policy has done much to diversify national pro¬ 
duction and lessen mternational specialisation On the whole, indus¬ 
trial countries are at the same time exporters of capital Therefore, it 
IS natural that capital movement should take place chiefly through 
the shipment of machinery, railroad and electrical equipment, etc 
The outstanding example of capital movements taking place through 
the import of foodstuffs, other articles of consumption and raw 
materials is Germany m the post-war and post-inflation period— 
that is, from 1924 to 1928. 

It IS hoped that these remarks give an idea of the almost endless 
multiformity of the international comphcations, and at the same 
time of the possibihty of analysing each of these innumerable cases 
with the help of a few principles, and of understanding them as* 
special cases which can be brought under the general doctrine 

§ 9 CONCLUDING REMARKS 

The most valuable and original contributions of the monetary 
over-investment theory are (i) the analysis of the maladjustment in 
the structure of production brought about by the credit expansion 
durmg the prosperity phase of the cycle and (2) the exp lanation 
of th^bieakdown as consequent on that maladjustment But our 
analysis has also shown that the theory is not in all respects com¬ 
plete The claim to exclusive vahdity is open to doubt It is a 
httle difficult, for example, to understand why the transition to a 
more roundabout process of production should be associated with J 
prosperity and the return to a less roundabout process a synonym 
for depression Why should not the original inflationary expan¬ 
sion of investment cause as much dislocation in the production 
of con surners’ goods as the subsequent rise m consumers’ demand 
IS said to cause m the production of investment goods 

> C/ Durbin The Problem of Credit Policy, 1935 , Bresciani-Turroni, 
“ The Theory of Saving ” in Economica, May 1936, pages 175 and 176 
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As to the explanation of the depression, espeaally the later 
phases of the depression, there is not a liigh measure of agreement 
between the various members of the school So far as the existence 
of a vicious spiral of deflation is admitted, the analysis of the 
deflation is, on broad lines, not dissimilar from the analysis given 
by writers of other schools 


B 1 he Non-Monetarj Over-investment Theories 

§ lO GENERAL CHARACTERIsnCS 

The most prominent writers in this group are 
Tnncipal Professors A SpiEmoFF ^ and G Cassee.® In the 
authors, writmgs of these two authors (of Spiethoff espe¬ 
cially), we find the culmination of a very important 
hne of thought which can be traced back to Marx SpiethofF’s 
immediate forerunner was the well-known Russian author Tugan- 
Baranowski 3 Both Spiethoff and Cassel have had a great 
influence on business cycle theory, particularly in Germany,* but 
also in the Scandinavian and Anglo-Saxon countries Wicksell 
himself adopted Spiethoff’s explanation of the cycle 

With regard to Professor Cassel, it must be remarked that we 
are here dealing primarily with the theory as expounded in the 
earher editions of his Theory of Social Economy In his later books 
and especially in his popular writings, he has more or less 


* See " Vorbemerkungen zu einer Theorie der Ueberproduktion ” 
in Jahrbuch fur Gesetzgebung, Verwaltung und Volkswirtschaft, 1902 
“Knsen ’ m Handworterbuch der Staatsmssenschafien, 1925 

* See Theory of Social Economy, revised ed , London, 1932, Vol 11 
(translated from the German) 

* See Les Crises mdustnelles en Angleterre, Pans, 1913 (translated from 
the Russian) For further references, see A H Hansen, Business Cycle 
Theory, 1927, Ch IV 

‘ Cf , e g, the highly interesting analysis of the cyclical movement on 
the basis of the Cassel-SpiethofI theory by Professor Georg Halm m his 
article “ Das Zmsproblem am Geld- und Kapitalmarkt ” in Jahrbucher 
fUr Nationalokonomie und Slatistik, Vol 125, 1926, pages 1-34 and 97-121 
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accepted a purely monetary explanation, at least so far as the 1929- 
1936 depression is concerned ^ 

It is sigmficant that Professor Spiethoff, with his quite different 
theoretical background, has reached, so far as concerns the inter¬ 
pretation of the later pliases of the upswmg and of the situation 
which leads to the collapse, substantially the same result as the 
writers of the monetary over-investment school and Professor 
Cassel 

The difference between the monetary and non- 
Stress on monetary over-investment theories concerns, as 
production of the names suggest, the role of money and monetary 
capital goods factors and institutions in bringing about the boom 
and the over-investment which leads to the collapse 
and depression The theory of the writers of this group does not 
run m monetary terms, they mention monetary forces, but relegate 
them to a relatively subordinate role It can, however, be shown 
that they are compelled to assume an elastic currency or credit 
supply in order to prove what they wish to demonstrate But 
monetary factors are for them passive conditions which can be 
taken for granted rather than impelhng forces 

Both Professors Spiethoff and Cassel emphatically assert that 
the busmess cycle is characterised by changes m the production of 
capital goods, especially of fixed capital equipment The produc¬ 
tion of consumers’ goods does not exhibit the same regularity of 
change durmg the busmess cycle Professor Spiethoff makes the 
pomt that upswmgs have occurred durmg which consumption has 
actually fallen This was the case, accordmg to him, m Germany 
m the years 1845-1847/48, when the economic situation of the 
workmg classes positively deteriorated because of rising food prices 
due to a series of crop failures * But, even if no account is taken of 
changes m agricultural production, which are only remotely 
connected with the ups and downs of industrial production, “ the 

* See, e g, The Doiunfall of the Gold Standard, Oxford, 1936 Like 
Mr Hawtrey, he believes that “ the economic development of post-wtur 
times has been so strikingly dominated by great monetary disturbances 
that trade cycles of the earlier kind are no longer applicable ” {The 
Theory of Social Economy, Vol II, page 538) 

* See Spiethoff’s article " Krisen ’’ in the Handworterbuch der Staats- 
wissenschaften, Vol VI, 4th ed , Jena, 1925, page 49 
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production of consumption goods shows no marked dependence 
on trade cycles This means that the alternation between periods 
of boom and slump is fundamentally a variation m the production 
of fixed capital, but has no direct connection with the rest of 
production 


§ II. THE UPSWING 

Professor Spiethoff describes the mechamsm of 
Cumulative the cumulative and self-sustaimng process of expan- 
expanston sion, which begins to work after the dead point of 
process the depression has been overcome, m approximately 
the same way as the monetary over-investment 
school (In respect to this particular problem, indeed, there is 
now much agreement even outside the schools which we have 
analysed so far) The revival of investment activity generates 
income and purchasing power Demand rises, first for capital 
goods and mvestment materials (iron, steel, cement, lumber, 
bricks) and later also for consumption goods Prices rise, mainly 
prices of capital goods and investment materials This stimulates 
further mvestment Profits are made which swell the funds 
available for investment and provide an important psychological 
stimulus for further expansion Thus, hke a snowball, prosperity 
increases rapidly as it proceeds 

T^e monetary side of this process is not closely analysed But 
Processor Spiethoff admits that “ credit is an mdispensable means 
to the upswing ” ^ Professor Cassel is less exphclt m this 
respect But it can be inferred from various remarks which he 
lets fall that he realises the necessity for an elastic currency supply. 
Both writers seem to believe that monetary funds are accumulated 
durmg the depression, on which the producers can draw durmg 
the upswmg to finance the expansion It follows that no positive 
1 steps need be taken by the banking system, at any rate durmg the 
first phases of the upswmg It is. h owever, not denied that, after 
a certain point, support by the banks is required to carry on. 

* G Cassel The Theory of Social Economy, revised ed , London, 1932, 
page 552 

• Op cit, page 74 
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These monetary conditions and the monetary mechanism of credit 
expansion have been more thoroughly explored by the monetary 
school In the writings of Professor Robertson, Mr Keynes and 
Professor PiGOU (all of whom have much m common with 
Spiethoff and Cassel) will be found the best synthesis of the 
monetary and non-monetary aspects of the process 

§ 12 the down-turn (crisis) 

The non-monetary over-investment school offers 
Shortage of its most valuable contribution to the theory of the 
capital busmess cycle in connection with the explanation 
of the breakdown of the boom The upswing 
cannot go on mdefimtely, but how, precisely, is it brought to an 
end ? 

Professor Spiethoff rejects all under-consumption theories 
which assume that the collapse is due to a shrinkage of the demand 
for consumers* goods, or to its failure to rise (owing to the lag m 
the rise of wages behind the rise of prices and profits), or to the 
fact that too much is being saved by individuals and corporations 
He beheves, on the contrary, that it is an actual shortage of capital 
tharb^rmgs about the crisis, and he is at great pains to point out 
that capital shortage does not mean simply a deficienc) of monetary 
funds, but IS the symptom of a serious disproportion m the 
production of certain well-defined types of goods Therefore, 
monetary measures can never prevent the crisis It is not over¬ 
saving but under-savmg which is responsible for the collapse , it is 
not under-consumption but, m a sense, over-consumption which 
leads to a scarcity of capital and brings about the end of the boom 
In order to show this m detail. Professor Spiethoff 
distmguishes four categories of goods (i) go ^ods fo r current 
consumption (food, clothmg, etc), (z) durable and semi-durable 
consumption goods such as residential buddings, water supply, 
electric light mstallations, gas plants and other public utihties 
(furniture and motor-cars occupy an intermediate position between 
(i) and (2)), (3) durabl e cap ital goods (fixed capital) such as mmes, 
ironworks, brick and cement factories, textile plants, machine 
factories, railroads, power plants, etc , (4) materials-required for 
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the construction of durable goods (“ goods for indirect or repro¬ 
ductive consumption ”), such as iron, steel, cement, lumber, bricks 
It is between the production of these categories of gop_ 4 §,^ he 
says, that a disproportion regularly develops durmg th£_^boom 
The result is a situation m which there is shortage and plenty 
at the same time As these categories of goods are complementary, 
a shortage of one category means tpso facto over-production of the 
other. It IS as if one glove of a pair were lost The one that 
remains constitutes a useless and unsaleable surplus stock, the 
missmg one represents an actual deficiency 

Over-production occurs regularly in the case of 
Over- durable capital goods, and also in the case of durable 
production consumption goods This necessarily involves a 
of durable decrease in demand and over-production of con- 
goods structional material such as iron, steel, cement, etc 
This discrepancy between demand for, and supply 
of, durable instruments has its causes on the supply side as well as 
on the side of the demand Additions to the capital equipment 
are paid for out of “ capital ” (“ Erwerbskapital ”) Therefore, 
the production and marketing of durable capital goods (and to a 
certam extent also of durable consumption goods) must depend 
on the amount of “ capital ” which seeks investment (To-day 
we should rather say that the demand for such goods is constituted 
by savings out of income, plus supplements to the flow of saving 
arismg out of various mflationary sources—additional bank ciedits 
and hoards of all kinds ) Accordmg to Professor Spiethoff, the 
formation of monetary capital (“ Erwerbskapital ”) tends usually 
to dimmish at the end of the boom for various reasons Wages 
rise—^which has an adverse effect on the rate of saving, and the 
increased production encourages the adoption of wasteful methods 
.and leads to losses Thus the demand for capital equipment 
falls off 

More important, however, than the decrease in demand is the 
increase in production and supply A large proportion of the new 
capital eqmpment constructed during the boom is used to produce 
materials which are required for the further production of such 
new equipment So the supply rises progressively in face of a 
constant or falhng demand 
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This over-production has been greatly facilitated—or rather, 
perhaps, made possible—by the development of modern methods 
of production, which have rendered the production of fixed capital 
goods largely mdependent of organic growth Professor Spiethoff 
refers especially to the substitution of iron, steel and cement for 
lumber, of mineral coal for charcoal, etc ContribuUng factors are I 
furthermore the long interval between the beginning of the cons-1 
truction of plant and factory and the pomt at which they begin to \ 
turn out their products, and the durability of these mstruments 
(These latter circumstances will be discussed more fully in connec¬ 
tion with other theories of the cycle m which they are pivotal) 

Thus there develops an over-production of 
Shortage of producers’ goods and durable consumers’ goods 
labour These are the remaining glove But where is the 
and means missing one ^ Is not the missing one a purely 
of subsistence monetary phenomenon—namely, investible funds 
which could be supplied by the printing press ^ 
No, answers Professor Spiethoff The lack of monetary funds 
available for mvestment represents a shortage of physical goods of a 
certain kmd It becomes impossible to utilise the whole supply of 
raw material and equipment destined for the construction of more 
capital equipment and durable consumption goods, for the simple 
reason that they alone cannot do the job They could do it only in 
collaboration with labour and incidentally with means of subsistence 
for the labourers A lack of investible funds simply means that 
these complementary goods are not available There we have the 
missmg glove I t consi sts ofjabeur and consumers’ g^oods 
From this proposition we must draw the conclusion (although 
Professor Spiethoff does not do so himself) that, if the rate of 
savmg did mcrease— t e , if some people did refrain from consuming 1 
their whole mcome—the complementary goods would be forth- 'i 
coming and the boom could continue 

If we have correctly interpreted Professor Spiethoffs’ theory 
his diagnosis of the disequilibrium at the end of the boom is 
substantially the same as that given by the monetary over¬ 
investment school The allocation of factors of production to 

* See the penetrating critical analysis by Professor G Halm {loc ett, 
pages 30-34) 
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the various stages of production does not correspond to the 
flow of money The lower stages m the structure of production 
are junder-developed, the higher stages which produce capital 
goods are over-developed 

It might sound paradoxical that a “ lack ” of 

Consumers' consumers’ goods should be the cause of the 

goods breakdown in the capital-goods industries If 

and capital- there is such a shortage, consumers’ goods indus- 
goods tries must flourish But should not that be a cause 

industries for rejoicing rather than for despair to the capital- 

goods mdustries ? Professor Spiethoff does not 
analyse this objection exphcitly But, obviously, the question 
must be answered m the same way as it was answered by the 
monetary over-mvestment school If the necessary credit is 
available and the rate of interest remams low, the prosperity of the 
consumers’ goods industries will automatically spread to the higher 
stages, because the latter will then be in a position to compete suc¬ 
cessfully for the factors of production with the former If unused 
factors of production unemployed labourers, surplus stocks and 
idle plant) are available and if there are no special causes {e g , lack 
of confidence due to pohtical risks) which deter people from mvest- 
ment m spite of profitable opportumties, an all round increase in 
production will follow with no rise, or only a shght rise, in prices 
If this, however, is not the case, if additional credit is not available 
and all factors are reasonably well employed, as is the case at the 
end of the boom, the rate of mterest will rise and the capital-goods 
industries will not be able to retain all the factors which they used 
to employ they will be depressed although, or even because, the 
consumers’ goods industries prosper (It is not denied that the 
prosperity of the latter also will soon come to an end, because the 
difficulties in the capital-goods mdustries will lead to a destruction 
of purchasmg power and a fall m the demand for consumers’ goods) 
Such a situation is clearly possible, although it looks super¬ 
ficially paradoxical The phenomenon (alleged to be frequent)^ 

' Rerent statistical studies have made it verv doubtful whether such 
a lag actually exists Compare, e g , Professor J Tinbergen in Stahsttcal 
Testing 0/ Business-Cycle Theories II Business cycles in the United Stales, 
1919-1937 In preparation 
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of consumers’ goods mdustries feeling the setback of the depression 
much later than the capital-goods industry is regarded as a verifi¬ 
cation of the theory. Another question, which will be raised in 
connection with the discussion of rival theories, is whether this 
IS the only possible outcome of the boom, or whether there is 
not another cause of the breakdown just as conceivable as a 
shortage of capital in the sense of a relative over-development of 
producers’ goods mdustries, which is again equivalent to under- 
savmg or over-consumption 

Professor Cassel’s explan ition of the collapse of 
The Cassel the typical investment boom is much the same as 
variant Spiethoff’s, although couched in different language 
and not so fully developed m terms of goods 
In the first phase of the upswmg, he says, the mcrease m pro¬ 
duction runs parallel to, or is even caused and encouraged by, a 
correspondmg shift m the flow of money That is to say, there 
IS a strong tendency towards an acceleration of the formation of 
capital— i e , an mcrease m the flow of savings In the later phases, 
capital accumulation m this sense slows down, while the production 
of fixed capital eqmpment mcreases The discrepancy between the 
flow of money and the trend of production eventually brmgs 
about the crisis “ The typical modern trade boom does not mean 
over-production, or an over-estimate of the demands of the 
consumers or the needs of the community for the services of fixed 
capital, but_an over-estimate of the supply of capital, or of the 
amount of savmgs available for taking over the real capital produced. 
What IS really over-estimated is the capacity of the capitahsts to 
provide savmgs m sufficient quantity 

§ 13, THE DOWNSWING (DEPRESSION) 

Professor Spiethoff lays great emphasis on the 
Psychological psychological reaction which is bound to come 
elements. after the excesses of the boom Pessimism and 
reluctance to invest and to embark on new 
enterprises prevail durmg the depression The severity and 


• The Theory of Social Economy, Vol II, page 649 
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length of the depression depend very much on whether the boom 
has collapsed with the great detonation of a crisis, financial pamc 
and numerous bankruptaes, or whether it has come to an ^d 
gradually, without thunder and lightmng—a point much stressed 
also by Professor Pigou Much depends also on the in ternation al 
situation of the country. If the boom was financed from abroad, 
the consequences of the cessation of capital investments, accordmg 
to Professor Spiethoff, will probably be less severe, because m 
that case the capital-exporting country has to bear its share of the 
difficulties and the capital-importing country is to that extent 
diieved 

The process of contraction also has a cumulative nature Pessi¬ 
mism and reluctance to invest cause a shrinkage m the volume of 
purchasmg power Money is hoarded or used to finance losses 
instead of being invested and spent on producers’ goods Since 
savmgs are not mvested, everything that increases the rate of savmg 
(eg, inequality in the distribution of income) has a depressing 
influence (During the upswing the influence is quite the reverse ) 
Prices fall and this intensifies the prevailing pessimism There 
are many other mtensifying factors of an mstitutional nature— eg, 
reluctance to reduce prices, especially on the part of industries 
that are cartelhsed, and rigidity of wages 

The analysis of these factors, which mtensify the depression, 
has, however, been carried much farther m recent years, especially 
by Enghsh writers belonging to various schools such as Keynes, 
Pigou, Robbins, Robertson At this pomt of Spiethoff’s 
description the monetary aspects are somewhat neglected 

§ 14 THE UPTURN (REVTVAL) 

According to Professors Spiethoff and C\ssel, 
Cost the revival is never brought about by an increase 
adjustments m the demand for consumers’ goods, but always 
and new through mcreased investment. New mvestments 
investment are stimulated by the lowering of construction cost 
opportunities of capital equipment which ensues durmg the 
depression as a result of reduction of wages, fall m 
the price of raw rdatenals, reduction of mterest charges, adoption 
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iI^{)roved methods of production, etc Professor Cassel lays 
stress on the fall of the rate of interest as exercismg an immediate 
and powerful influence on the value of fixed capital equipment 
But on the whole, according to Professor Spiethoff —Professor 
CASSfeL IS less pessimistic m this respect—these adjustments, which 
are automatically made durmg the depression, are not of themselves 
sufficient to revive the spirit of enterprise and overcome the dead 
point of the depression Stronger incentives must come from 
outside, such as new inventions or discoveries of new markets or 
good harvests—factors which open out new opportunities for 
investment and raise the prospective rate of profit There ^ 
now agreement among a great number of students of the subject 
that the cycles of the nineteenth century were ushered m by dis¬ 
coveries and mventions In the termmology of the monetary 
school, It may be said that the discrepancy between the money rate 
of interest and the profit rate was brought about by a rise m the 
profit rate rather than by a fall m the money rate 

It would appear that in this respect no hard-and-fast rule can 
be laid down If the rate of interest is low and credit plentiful 
and easily available, the expansion will come sooner or later , but, 
if a special stimulus appears in the shape of an invention, the 
opening-up of new territories or the like, the expansion will come 
earlier and will gather momentum more quickly 

Many further details can be, and have been, 
Schumpeter added to the picture Psychological and sociological 
and the role factors can be adduced which may play a role in 
of the business bringing about an acceleration or retardation in the 
pioneer response of entrepreneurs to existing opportunities 
for profitable investment The psychological fac¬ 
tors will be analysed separately At this point, however, we may 
mention the explanation which Piofcssor Schumpeter has olfered 
for the fact thdt innovations appear en masse ’ One must distinguish, 

‘ See The Theory of Economic Development, Cambridge Mass , 1934 
(Translated from the German The first German edition was published in 
igii ) It must, however, be noted that Professor Schumpeter puts forward 
this theory, not as an explanation of the lower turning-point, but of the 
movement of the system away from equdibnum He believes that it 
18 possible to divide thg upswing as well as the downswing in two sharply 

7 
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he says, between additions to out technological knowledge (that 
IS, inventions which create the possibility of innovations in the 
productive processes actually employed) on the one hand and the 
practical introduction of the new methods on the other hand 
What matters is not the discovery m the laboratory of a new process 
but the actual apphcation of a new technique—it may be, a tech- 
mque the feasibihty of which was discovered a long time ago. 
There is no reason why mventions should not be distributed more 
or less evenly in time, but there are good reasons for beheving 
that, in practice, new methods come mto use in a mass Only 
a few business-men have the imaginative power and energy 
successfully to introduce innovations such as new productive 
processes for the production of goods already on the market or 
the introduction of new types of goods, opemng-up of new 
markets, improved methods of marketing and the like But, while 
only a few are able to take the lead, many can follow Once 
someone has gone ahead and demonstrated the profitabihty of a 
“ new combination of the factors of production ” (as Professor 
Schumpeter puts it), others can easily imitate him Thus, 
whenever a few successful innovations appear, immediately a host 


distinguishable phases a movement towards equilibrium called revival 
and recession respectively, and a movement away from equilibrium, 
prosperity (or boom) and depression Revival and prosperity constitute 
the upswing, recession and depression the downswing The recuperative 
forces of adjustment inherent in the economic system are sufficient, so 
Professor Schumpeter believes, to lift output and employment from the 
subnormal level to which it has been reduced by the vicious spiral of 
deflation during the depression phase , no special incentives are needed 
to explain the lower turning-point Professor Schumpeter’s “ genial 
entrepreneur ” and the crowd of imitators who follow him come in later 
during the upswing and prevent the system from settling down for any 
length of time at an equilibrium position 

Serious objections can be raised agamst this view But the idea that 
the system passes through an equilibrium or at least approaches a normal 
position, somewhere between the upper and the lower turning-point seems 
to have been vaguely envisaged by many writers It will be clearly 
elaborated in Professor Schumpeter’s forthcommg volume on the business 
cycle It may be added that the fact that Professor Hayek starts his 
analysis from an equilibrium position seems to indicate rather a methodo¬ 
logical prmciple than the proposition that the system actually passes 
through an equilibrium position on its way from the lower to the upper 
turning-point 
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of others follow them (While Professor Schumpeter’s account 
of the revival and the'description of the cumulative process of 
expansion fits in perfectly well with Professor Spiethoff’s theory, 
his story of the upper turning-point is quite different and will be 
considered later) 

§ 15 RHYTHM AND PERIODICITY 

We may well start the discussion of this section with 
Business a famous metaphor from Professor Spiethoff’s fore- 
mechanism runner—Michael Tugan-Baranowski ^ Tugan- 
likened to Baranowski likens the workmg of the busmess- 
steam-engine cycle mechanism to that of a steam-engme “ The 
accumulation of free, loanable capital plays the role 
of the steam in the cylmder, when the pressure of the steam on the 
piston attams a certain force, the resistance of the piston is over¬ 
come, the piston is set m motion and moves to the end of the 
cylinder, an openmg appears for the steam and the piston recedes 
to Its old position In the same manner the accumulating free 
loan capital, after having attamed a certain pressure, forces its 
way into industry, which it sets in motion, it is spent and 
mdustry returns to its earlier position 

Now the question arises What corresponds in the business 
system to the fuel of the steam-engme ^ Why is it that the cyclical 
movement goes on and on and never comes to an end ^ Why do 
these waves of economic activity not gradually die down like the 
movement of the steam-engme when no fresh fuel is added ? 
Professor Spiethoff’s answer to these questions must be mferred 
from his theory in general, because he does not put the question 
explicitly 

The fact that oscillations are large is to be 
Inevitability explained by the cumulative nature of the expansion 
of the tycle and contraction process, which again is largely 
due to psychological reactions Expansion creates 
optimism which stimulates investment and intensifies expansion 
Contraction creates pessimism, which increases contraction 

* Studten fur Geschichte der Handelskrisen in England, Jena, 1901 

* Loc page 251 
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Expansion comes to an end because it is almost impossible to 
estiLte correctly the supply of savings and capital The 
const-action of capital goods must be undertaken in antiapation 
of demand, which m turn is constituted by saving and cannot 
be foreseen correctly The durability of instruments on the one 
hand and the length of the construction period on the other make 
It difficult for supply and demand to keep pace 

The state of depression is interrupted (a) because it creates 
automatically a situation favourable to the revival of investment, 

(h) because pessimism disappears with the lapse of time, and 
(r) because of the introduction of stimuli from outside Professor 
Spiethoff would probably subscribe to Professor Pigou’s theory 
of the mutual generation of errors of optimism and pessimism 
(which will be discussed later on^) 

Professor Cassel says explicitly that the cyclical movement 
would gradually die down, if no stimuli were provided from time 
to time from the outside m the shape of mventions and discoveries 
On the whole, it may be said that the question has not been 
systematically discussed or satisfactorily answered by the writers 
of the school under review But the tenor of the theory suggests 
an answer in terms of both endogenous and exogenous forces— 

/ « , of responses of the economic system to shocks from without 
There is, however, an idea vaguely mdicated at 
Ke-investment various points in Professor Spiethoff’s writings 
^cles which can be used for the explanation of the regular 
recurrence of cycles of prosperity and depression 
I mean the idea that the massing of the construction of fixed capital 
equipment at certain dates or durmg certam short periods of time 
gives rise to the recurrence of such outbursts of investment, or 
rather re-investment, in the future, owing to the fact that machinery 
and other durable equipment installed around a certam date will 
come up for replacement massed, although probably less densely, 
around a certam date m the future This idea that, given an 
initial boom m capital construction, replacement tends to assume 
a cyclical pattern, that re-mvestment moves m cycles, can be traced 
back to Karl Marx. It has been fully elaborated with all necessary 


* See Chapter 6, § 2, page 148 below 
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qualifications by Dr Johan Einarsen, who has also written its 
history and has applied the principle to a concrete case with the 
help of modern statistical devices in his admirable study. Reinvest¬ 
ment Cycles and their Manifestation in the Norweffan Shipping Industry ^ 

§ 16 INTERNATIONAL COMPLICATIONS 

The question of international comphcations has not been exhaus¬ 
tively and systematically treated by the theorists of the present 
group, but It is in principle not very difficult to imagine how the 
cyclical movement in one country must be assumed, from the point 
of view of the non-monetary over-mvestment theory, to influence 
other countries and to be influenced by international trade condi¬ 
tions What has been said in this respect in connection with the 
monetary over-investment theory applies also to the non-monetary 
version of the over-investment school It has been mentioned 
already that the opening of investment opportunities in new 
territories is considered to have been one of the most potent 
incentives for the revival of investment during the 19th centuiy ^ 

C Over-investment resulting fiom Changes in the Demand 
for Finished Goods The Principle of Acceleration and Magnification 
of Derived Demand 

§ 17 INTRODUCTION 

The monetary over-investment theory starts 
Infiuence of from the discrepancy between the natural and the 
consumers^ money rate of interest, and holds monetary factors 
demand on responsible for the recurrence of over-investment 
investment and disequilibrium The non-monetary branch 
of the over-investment school emphasises non¬ 
monetary factors, technological changes, innovations and discov¬ 
eries The difference between the two types of over-investment 

* Published by the University Institute of Economics, Oslo, 1938 
See also article by the same author, “ Reinvestment Cycles ” m the 
Revieiv of Economic Statistics, Vol 20, February 1938 

• This idea is fundamental to the Neo-Marxian theory of Imperialism 
of such writers as Rosa Luxemburg, Akkumulation des Kapitals and 
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theories is not very great there are intermediate positions, and 
the two types shade off mto each other They are at one in the 
behef that the impetus which sets the process of expansion m 
motion comes from the side of mvestment and not from that 
of consumption Demand for consumers’ goods is, however, 
affected indirectly by changes m mvestment, and variations in 
the demand for consumers’ goods are an important hnk in the 
cumulative processes of expansion and contraction But it has 
not been sufficiently investigated how changes in consumers’ 
demand react back on investment 

We have now to discuss an explanation of the business cycle, 
given by a number of writers, which assigns a leading role to 
changes m the demand for consumers’ goods It is the proposi¬ 
tion that, for technological reasons, shght changes m the demand 
for consumers’ goods produce much more violent variations m 
the demand for producers’ goods This proposition alone does 
not furnish a complete theory of the busmess cycle It must be 
combined with other relationships between economic variables, 
and there are vaiious possible schemes into which it can be fitted 
It does not necessarily lead to the over-investment theory, and, in 
fact, the explanations which are built on the acceleration prmciple 
are not as a rule classified as over-investment theories But we 
shall see that it can easily be combmed with the over-investment 
explanation The acceleration principle and the over-investment 
theory as discussed in the preceding pages are in reality not alter¬ 
native but complementary explanations The proposition that 
changes in demand for consumers’ goods are transmitted with 
increasing intensity to the higher stages of production serves, 
m conjunction with other factors which have already been men¬ 
tioned, as an explanation of the cumulative force and self-sustain¬ 
ing nature of the upward movement It adds an important touch 
to the picture of the typical busmess cycle as painted by the over¬ 
investment theoretiaans The matter is of the greatest practical 
importance for the reason that much hght is shed on the fact, which 
in the last few years has been more and more recognised and 

Fritz Sternberg, Imperiahsmu'i (1928) For a brief review, ciiticism and 
references to this literature compare II Neisser, Some International 
Aspects of the Businesi, Cycle, Philadelphia, 1936, pages iGi 172 
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emphasised, that it is the production of durable goods, of consumers’ 
goods as well as of capital goods, which fluctuates most violently 
durmg the business cycle 

The following authors have developed the acceleration principle 
—Albert Aftalion,^ Bickerxhke,® Mentor Bouniatian,* T N. 
Carver,* and Marco Fanno ‘ In recent years, it has been 
expounded most fully by J M Clark,® Simon Kuznets,’ A C 
PiGou® and R F Harrod • W. C Mitchell,^® D H. Robert- 
soN,“ and A Spietiioff^® have incorporated it into their account 
of the cycle as a contributory factor Mr Harrod has, without 
much reference to the previous literature, rechristened the principle 
as “ the Relation ” 

The discussion will proceed in two stages First, the economic- 
technological principle wiU be expounded with the necessary 

‘ Les crises pinodtques de surproduciton, Pans, 1913 

’ "A Noii-raonelary Cause of Fluctuations in Employment” in Eco¬ 
nomic Journal, September 1914 

• Les crises iconomiques, Pans, 1922 , 2nd ed , 1930 

’ "A Suggestion for a Theory of Industrial Depressions ” in (jMarfer/y 
Journal of Economics, May 1903 

‘ Beitrage zur Geldtheorie, ed by Hayek 

* “ Business Acceleration and the Law of Demand ” in Journal of 
Political Economy, March 1917 Economics of Overhead Costs, Chicago, 
USA, 1923 Controversy with Ragnar Frisch in Journal of Political 
Economy, October and December 1931, April 1932 Strategic Factors in 
Business Cycles, New York, 1934, pages 33 et seq 

’ “ Relations between Capital Goods and Finished Products in the 
Business Cycle ” in Economic Essays in Honour of Wesley Clair Mitchell, 
New York, 1935 

* Industrial Fluctuations, 2nd ed , 1929, Ch IX 

• The Trade Cycle, Oxford, 1936, Ch II 

"• Business Cycles, 1913 

“ A Study of Industrial Fluctuation, London, 1915, Parti, Ch 2 Bank¬ 
ing Policy and the Price Level, 3rd improved ed , London, 1932, Ch 2 

“ ” Knsen ” in Handworterbuch der Staatswissenschaften, 1925 

'• Compare also the critical discussion of the principle by J linbergen, 
“ Statistical Evidence on the Acceleration Principle ’ in Economica, 
Vol V (New Series), May 1938, pages 164-176 Professor linbergen 
does not find much statistical evidence, but this is not surprising in 
view of the many qualifications which must be made (see below in 
the text) 

“ Ihis would not seem to be a fortunate terminology, because, apart 
from the relation between consumption and investment which is postu¬ 
lated by the acceleration principle, there are relations between the two 
magnitudes of another kind (see below) 
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qualifications and amplifications, and secondly the way in which 
It can be used, within the framework of the over-investment 
theory, for the explanation of the business cycle will be examined 

§ l8 STATEMENT OF THE PRINCIPLE 

Changes in demand for, and production of, finished goods and 
services tend to give rise to much greater changes m the demand 
for, and production of, those producers’ goods which are used for 
their production “ Fimshed goods ” need not be interpreted 
in the narrow sense as consumers’ goods, but in a broader sense 
goods at any stage are “ finished ” relatively to the preceding stage 
of production. The acceleration principle holds, not only for 
consumers’ goods in respect to the preceding stage, but for all 
intermediate goods with regard to their respective preceding stages 
of production Slight changes in the demand for consumers’ 
goods may thus be converted into violent changes m demand for 
goods of a higher order, and, as this intensification tends to work 
through all stages of production, it is quite natural that fluctuations 
should be most violent in those stages of production which are 
farthest removed from the sphere of consumption It may even 
happen that a slackenmg in the rate of growth of demand in one 
stage IS converted into an actual declme m demand for the product 
of the preceding stage 

We can distinguish three cases of the working of 

Demand for the acceleration principle which, as we shall see, can 
durable goods be easily brought under a single formula 
and commodity (a) Durable producers’’ goods —The intensification 
stocks runs here from changes in demand for the finished 
goods (which may be durable or perishable) to 
changes in demand for durable producers’ goods (machines, 
buildmgs, etc) required for the production of the fimshed 
article 

(b) Durable and semi-durahle consumption goods such as apartment- 
houses, automobiles, wireless apparatus, etc Here the intensifi¬ 
cation runs from changes in demand for the service (apartments) 
to changes m demand for the instrument which provides the 
service (houses) 
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(c) Commodity stocks. —Even if there are no individually durable 
producers’ goods (such as machines), there may be an mtensification 
running from changes in demand for the product to changes m 
demand for the various goods m process, in cases where a certam 
stock of these various goods has to be held, the amount of which 
IS relatively fixed m proportion to the magmtude of the output 
Such necessary stocks can be regarded as durable in toto, although 
the parts which constitute the whole are perishable individually. 

In order to illustrate the workmg of the prmciple. 
Monetary we assume a change in demand for a particular 
aspects finished article—say for shoes, hats, automobiles— 
and investigate the influence of this change on 
derived demand for producers’ goods in the preceding stage Two 
very important questions which come at once to the mind will be 
discussed later, V12 (i) Where does this first increase m demand 

originate —t ^ , is it due to a switch-over of purchasing power from 
other uses so that, as the demand for commodity A increases, there 
is a corresponding decrease in the demand for B, or does it consti¬ 
tute a net increase in aggregate demand out of inflationary sources ? 
Agam, (2) How is the induced change in the demand for, and 
production of, producers’ goods financed ^ By an expansion 
of credit or by current savmgs ^ Obviously, these problems 
are closely connected with the problem of the place of the accelera¬ 
tion principle in the theory of the cycle They will be discussed 
later For the moment we shall assume that there is an increase 
m the demand for particular commodities—wherever this increase 
comes from—and shall endeavour to explain why the derived 
demand changes more violently 

§ 19 ACCELERATION OF DERIVED DEMAND DUE TO THE EXISTENCE 

OF DURABLE PRODUCERS’ GOODS 

Take the following—static—situation The 

Preliminary value of the yearly output of (say) shoes is 100 
statement of The original and replacement cost of the fixed 
the principle capital equipment—that is, of durable means of 
production which we shall call “ machines ”— 
required for this output is 500, io% of which must be replaced 
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each year, because the machinery wears out at that rate In other 
words, the hfetime of such a machine is ten years Under this 
assumption, new machines at the cost of 50 must be constructed 
each year for replacement ^ Now suppose the demand for shoes 
rises, so that, if it is to be satisfied, production must be increased 
by 10% to no a year If there is no excess capacity and if 
methods of production are not changed, this increase necessitates an 
increase ol 10% in the stock of fixed capital—that is, an additional 
production of machinery of 50, which brings the total production of 
machines from 50 to 100 So an increase of 10% in the demand 
for, and production of, fimshed goods necessitates an increase of 
100% in the annual production of equipment The absolute 
magnification of the change in demand is from 10 to 50 , an 
increase in current production of 10 requires new investment of 50 ^ 

But this increased volume of production of machines can be 
maintained only if the demand for consumers’ goods goes on rising 
by the same annual amount of 10 If, in the second year, the 
increase in demand for shoes slows down to (say) 5, so that the 
demand for shoes in the second year is 115, the demand for machines 
will be 75 (50 for replacement and 25 for additional machines) 
Derived demand has therefore fallen absolutely in consequence 
of a mere decrease in the rate of increase of the demand for the 
finished product Assuming replacement demand constant, 
derived demand for durable producers’ goods changes with the rate 

‘ A continuous replacement presupposes, of course, that the existing 
capital stock has been constructed in a continuous senes of instalments 
If that IS not the case, replacement will be also discontinuous “ Replace¬ 
ment waves ” may ensue, if the construction of the capital stock 
proceeds by fits and starts 

• This statement is somewhat simplified for purposes of exposition 
It IS here tacitly assumed that the demand for, and supply of, the finished 
product jumps suddenly at the begmning of a new year to the extent 
of 10 per annum Simultaneously new machines must be available 
to the extent of 50, which, added to the replacement output of 50 per 
annum, brings the total machine output for the year to 100 It would 
be more realistic peihaps to suppose that the rise in demand comes about 
gradually and evenly in the course of the year In this case the machine 
output would, as before, be 100 (» e an increase of 50 over the year before 
the expansion began) , but the augmentation of the output of the finished 
product would amount only to 10 (2=^ It is further assumed that machines 
retain their productive efficiency unimpaired throughout their lifetime 
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of change—and not with the direction of the absolute change of the 
final demand; it does not, in other words, depend on whether final 
demand is rising or falhng in an absolute sense 

The assumption that replacement demand is 
Replacement constant calls for a quantitative quahfication to which 
demand Professor Frisch ^ has drawn attention If capital 
equipment is being continuously increased by equal 
amounts per umt of time, the demand for replacement must rise 
after a while to a new level In our numerical example, this point 
would be reached after ten years, when the 50 additional machines 
of the first year are worn out and must be replaced If at this 
pomt the demand for the finished product ceases to rise, the 
disappearance of the demand for additional machines will be 
compensated by the increase in replacement demand Hence it 
is not qmte correct to say that a decrease in the rate of increase 
of demand for the finished product must always lead to an actual 
decrease in the derived demand It is worthy of note, however, that 
in each situation (under the conditions assumed) there is one, and 
only one, state of demand for finished goods—sometimes a rising 
or fallmg, sometimes a constant, demand—which will preserve 
stabihty m the demand for machmes The exact relationship 
between the various magnitudes involved could be formulated 
mathematically ^ We shall see later that a number of restrictmg 
and modifying quahfications must be made it seems hardly 
worth while therefore at this point to attempt an absolute precision 
which cannot in any case be maintained m applying the theorem 
One point should, however, be clearly reahsed 
Influence of and that is the circumstance that the degree of 
degree of magnification of derived demand depends ceteris 
durability paribus upon the durability of the machines If u e 
assume the service life of the machine to be twice 
as Jong —VIZ , twenty years—the replacement demand for a stock 

' "The Inter-relation between Capital Production and Consumer 
Taking” in Journal of Political Economy, Vol 39, October 1931, page 646 
See also the subsequent discussion between Frisch and J M Clark m 
Vols 39 and 40 of Journal of Political Economy Pigou has already 
made sulhcient allowance for this quantitative qualification m his formu¬ 
lation of the acceleration principle in his Industrial hluctuations, Ch TX 
• See the above-mentioned article by Frisch 
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of 5 00 IS only 25 per year But, if an increase in demand of 10 % 
for the finished goods supervenes and requires an increase in the 
stock of equipment of 10%, the total production of machines 
jumps from 25 to 75—/ e., it is trebled, mstead of doubled as m the 
previous case of a service life of ten years To go to the other 
extreme • suppose the service hfe is zero , that is to say, suppose 
that there are no durable means of production but only materials 
and labour Then, m a static situation m regard to production, 
there being no permanent stocks, the whole supply of materials 
must at once be replaced. If the output of the fimshed article 
(shoes) is 100, and the material (leather) used for this is 50, the 
whole amount must be replaced If the demand for shoes then 
rises by 10% to no, the production of leather must rise also by 
10 % to 55 There is no magnification at all 

The qualifications of the principle which are imphcit in our 
assumptions should be kept m rmnd The existence of unused 
capacity is excluded, and a fixed relationship between output and 
capital equipment is assumed These and other quahfications have 
their counterpart in the other two cases set forth in § 20 and § 21 
below, and will be discussed in connection with the combined 
statement of all three cases 


§ 20 ACCELERATION OF DERIVED DEMAND IN THE CASE 
OF DURABLE CONSUMPTION GOODS 

The case of durable consumption goods is perhaps 
Analogy the most important of the three As an example, 
with previous take apartment-houses The situation is exactly 
case analogous to the case of the production of shoes 
analysed in § 19 We have only to substitute 
“ annual service of the house ” for “ annual production of shoes ”, 
and “ apartment-houses ” for “ machines used for the production 
of shoes ” In other words, we can conceive of the durable 
consumption goods as produang a stream of services 

We start again from a static situation The annual production 
of the service (housing accommodation as measured, say, by 
apartment rent) is 100 The stock of durable goods—that is, of 
houses—from which this stream of services origmates is (say) 1,000, 
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of which loo (io%)must be replaced each year, corresponding to a 
durability of ten years If there is an increase in the demand for 
apartments of io%, the number of houses, or rather the amount 
of dwelhng-space, must also be increased by io%—which means a 
doub ing of the construction of new houses, loo for replacement 
and loo as addition to the existmg stock Thus, an addition to 
the annual flow of services of lo necessitates an investment of loo 
The further analysis is exactly the same as in the case of the shoes 
The case of less durable goods such as motor-cars may also be 
analysed m the same way by distinguishing between the flow of 
services and the durable instrument whose value is a multiple 
of the value of its annual service (There is, of course, this impor¬ 
tant institutional difference that, in the case of dwelling-houses, 
the ownerskip of the instrument is usually or frequently divorced 
from the use of the services, while the consumer of the services of 
an automobile is, as a rule, the owner of the instrument The 
technological principle is not altered by this circumstance, but it 
has other consequences which will be discussed later ) 

One important quantitative pecuharity of certain 
Depreciation types of durable consumers’ goods may be pointed 
and running out at this point The cost of the final service 
cost (annual rent of an apartment) consists of two parts 
—viz , the contribution of the durable instrument 
and the runnmg expenses (heating, water, maintenance, etc) 
If demand for the service rises, the acceleration principle becomes 
effective in respect of the first part The quantitative effect—that 
is, the absolute magnification of derived demand—depends, other 
thmgs (especially the durabihty of the instrument) being equal, 
upon the relative importance of the two parts In the case of the 
dwelling-space, the contribution of the durable instrument (the 
house) IS probably relatively large, say four-fifths of the cost of 
the total output In our example of the shoe factory, we assumed 
that the total output was loo, of which only one half consisted of 
the contribution of the durable instruments, the other half consist¬ 
ing of materials and labour Under these assumptions, other 
things being equal, the absolute magnification of derived demand 
IS much greater m the case of an increase in the demand for apart¬ 
ments than in the case of an equal increase in the demand for shoes. 
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If the demand for shoes rises from loo to no, the demand for 
machines rises from 30 to loo If the demand for apartments rises 
from 100 to 110, the demand for houses rises from 80 to 160 

§ 21 ACCELERATION OF DERIVED DEMAND 
AS A RESULT OF THE EXISTENCE OF PERMANENT STOCKS OF GOODS 

Even if there are no durable means of production, 
Analogy there may be a certain magnification of derived 
with previous demand, if distributors and producers hold stocks 
cases in a fixed (or relatively fixed) proportion to the 
rate of sales or production The assumption that 
the stock bears a fixed proportion to the rate of sales or to output 
is the counterpart of the assumption that there is a fixed relationship 
between output and machines 

I ct us start again with a static situation, say, with a monthly sale 
of 100,000 pairs of shoes Suppose that dealers usually hold per¬ 
manent stocks equal in magnitude to the sales of one month and 
that demand and sales rise to 110,000 and the increase is believed 
to be lasting Dealers will then increase their orders with producers 
by more than their sales have gone up m order to bring their stocks 
up to the usual ratio to sales They will order 120,000 pairs, but 
the larger orders will be maintained only if sales go on rising If 
the increase in sales ceases at the end of one month, even though 
there is no decrease, stocks will no longer be augmented and orders 
for producers will fall to 110,000 (although not to the original level 
of 100,000) 

The principle works, however, in the other direction as well 
If the demand for shoes falls off, dealers will reduce stocks and their 
orders will therefore fall by more than the amount by which their 
sales have decreased Derived demand fluctuates more violently 
Although from the formal mathematical point of 
Some view the parallelism between the case of stocks and 
qualifications the case of fixed capital is complete, the case of the 
stocks presents some quantitative pecuharities, the 
consequence of which is to imply much more drastic qualifications 
and reservations m the application of the principle (i) The 
assumption of a comparatively fixed relationship between sales 
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and stocks is much more precarious, and subject to more serious 
and frequent exceptions, than the corresponding assumption as 
to the fixity of the ratio between output and capital equipment 
Stocks can be easily diminished or increased they can be consumed 
rapidly, and are therefore subject to speculative changes (2) The 
durability is smaller than in the case of fixed equipment Hence 
replacement demand responds much more rapidly to an increase 
in output and sales m the case of stocks than in the case of machines 
If new machinery with a service life of ten years is installed, its 
installation does not affect replacement demand until after ten years 
If sales go up and stocks are increased correspondmgly, replace¬ 
ment demand rises in the succeedmg period 

For these reasons, the stocks factor is less hkely to exhibit clearly 
the acceleration of derived demand than the fixed capital factor 

§ 22 GENERALISED STATEMENT OF THE PRINCIPLE 

In all three cases which have been distinguished, the relevant 
circumstance is that, in order to increase the rate of output, it is 
usually necessary to make heavy immediate investments in the 
shape of stocks or—what is in practice much moic important — 
in fixed capital, the fruits of which investments mature only in the 
more or less distant future 

The same thing can be put in another way The durability of in¬ 
struments makes it necessary to provide all at once for future demand 
over a considerable period The supply required to satisfy the 
demand for any given period to come must be produced immediately 
and stored up in the shape of stocks and durable instruments 
If we assume that there is a periodic up-and-down movement in 
the demand for a fimshed article as represented by a sine curve, 
the movement in the requirements for the capital equipment has to 
be represented by a steeper curve of the same type This derived 
curve, which represents the effect, will usually show a lead vts-a-vts 
Its cause It will reach the high points and low pomts before the 
causal curve This is a rather paradoxical situation, because one 
would expect the cause to precede the effect and not the effect the 
cause But the dommant factor is, with certam quahfications which 
have been made above (§ 19), not the direction of the change (the 
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mere fact that demand for the fimshed product is rising or falling 
absolutely), but the rate of change, or changes in the rate of change, 
in the demand for the finished product 

§ 23 QUALIFICATIONS 

We spoke of changes in “ the requirements for 
himted capital equipment ” If we want to substitute for 
application this “ demand ” for, or “ production ” of, capital 
m negative goods, we must consider that demand and produc- 
sense non cannot become negative ^ As soon as the 
production of capital goods falls to zero—the 
demand for the fimshed product continumg to decline—excess 
capacity will develop, and, when demand for the finished product 
rises again, the production of capital goods will not be resumed 
until after the accumulated surplus has been absorbed So long 
as there is unused capacity (or dealers are overstocked),^ the 
acceleration principle of derived demand will not come into play 
Excess capacity has been excluded by the assump- 
Variahle tion that there is a constant ratio between rate of 
proportions output on the one hand and capital equipment and 
of factors stocks on the other. In reahty, this ratio is not 
constant, even apart from inventions and improve¬ 
ments in the technique of production which allow an increase in 
output per unit of capital equipment Existing capital equipment 

• This point has been well put by Professor J Tinbergen In the 
article mentioned on page 87, he says 

" In its more rigorous form, the acceleration principle can only 
be true if the following conditions are fulhlled 

“ (a) Very strong decreases in consumers’ goods production 
must not occur If the piinciple were right, they would lead 
to a corresponding disinvestment and this can only take place 
to the extent of replacement If annual replacement amounts 
to 10% of the slock of capital goods, then a larger decrease m 
this stock than 10% per annum is impossible A decrease in 
consumers’ goods production of 15% could not lead to a 15% 
decrease in physical capital as the acceleration principle would 
require It is interesting that this limit is the sharper the 
greater the duration of life of the capital goods considered ” 

• Ihe term “unused capacity” must be interpreted with great care 
There is always some mferior capacity which can handle an increase of 
demand 
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may be utilised more or less intensively Overtime can be 
worked or more hands can be engaged Nor is this all If 
demand for the product rises and new machmery has to be installed, 
the durabihty of the new equipment may be different Whether 
more or less durable machines are employed, whether more or 
less fixed capital is combmed with a given amount of labour and 
circulating capital, depends among many other things on the rate 
of interest and the rate of wages and on the general outlook, tliat 
IS the expectations entertained by producers about the future deve¬ 
lopment of wages, interest and other cost items on the one hand 
and the future state of demand on the other 

This raises very fundamental questions, and it might be well 
to reflect once more on the essential nature of the prmciple 

In Its more rigorous form, it postulates a certam quantitative 
relationship between the production of finished goods and that 
of their means of production In a less ambitious form, taking 
all quahfications mto consideration, it simply says that an increase 
in demand for, and production of, consumers’ goods tends to 
stimulate investment and that a fall m the former tends to affect 
the latter adversely 

In this less ambitious sense, its validity can hardly 
Various be doubted It should, however, be noted that 
interrelations this does not preclude the possibility of (a) there 
between being causal connections between the production 
consumption of consumers’ goods and investment of a different 
and investment sort than the one postulated by our principle and 
even operatmg in the opposite direction in certain 
cases,^ and {V) the production of capital goods (mvestment) bemg 
influenced, not only by changes in the demand for consumers’ 
goods, but by other factors as well It may perhaps be said 
that any investment, directly or indirectly, is looking forward to, 
and IS made m the expectation of, a future demand for consumers’ 
goods But, as Professor Hansen has pointed out,^ there aic 

‘ Compare eg, § 4 of this chapter, page 45 above 
* See his criticism of Harrod's rather unqualilied utilisation of the 
acceleration principle m The Quarterly Journal 0/ Economics, Vol 51, 
May 1937, pages 509 et seq (now reprinted in Full Recovery or Stagnation, 
New York, 1938) 
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types of investinint which look forward for their utilisation to a 
very distant futnic -r ? the opening up of a new region by the 
construction of a railroad In such cases, the connection between 
the in\estmcnt and the present state and recent movement of the 
demand for consumers’ goods is very slender Long-run expecta¬ 
tions determine investment decisions of this sort, and the influence of 
the current output of finished goods on these expectations can hardly 
be assumed to follow a uniformly defined quantitative pattern ^ 
Besides these adventurous kinds of investments, there are other 
investments, in working and fixed capital, which follow more or 
less closely the ups and downs of consumers’ demand—routine 
investments one might call them It is with these that the accele¬ 
ration principle in its more rigorous form is concerned 

§ 24 THL CONIRIBUTIOiV OF THh PRINCIPLE OF DFRIVED DEMAND 
TO THE EXPLANATION OF THE GENERAL BUSINESS CYCLE 

It has sometimes been assumed that, in order to 
Reciprocal utilise the acceleration principle for the explanation 
action of the general business cycle, one has to presuppose 
of consumers^ a cychcal alternation of expansion and contraction 
demand in consumers’ demand * The acceleration principle 
and capital then serves to explain the larger fluctuations in the 
production capital-goods industries The situation is, however, 
much moie mvolved, because consumers’ demand 
and capital production (investment) interact on one another 

In order to throw hght on this mter-relation, the two questions 
which have been raised above and reserved for later discussion 
must now be dealt with 

* -this has also been well put by ProiessorD H Robertson “ Some 
of the principal forms of investment m the modern world—the instru¬ 
ments of power-production, of transport, of oftice activity—are, after 
all, very loosely qcared to the visible demand for particular types of 
consumption goods and depend rather on fairly vague estimates of the 
future progress of whole areas and populations (See his review of 
Harrod's 7 he Trade Cycle in The Canadian Journal of Economics and 
Political Science, Vol III, 1037, page 126 ) 

“ Criticism by C O Hardy before the American Statistical Association, 
December 1931 Quoted by J M Clark m Journal of Political Economy, 
Octobei 1932, page 693 
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Where does the increase in the demand for the 
Nature of the finished product come from ? Two cases have to 
intUal be distinguished, viz {a) the case of a net 
impulse increase in aggregate demand due to a monetary 
change, an increase in the quantity of money, 
dishoarding or an increase m the velonty of circulation, and 
ip) the case of a mere shift in demand from one commodity or 
group of commodities to another 

Ad id) If an (inflationary) increase in the aggregate demand 
for finished goods in terms of money takes place, the acceleration 
principle is sufficient explanation of the marked stimulation expe¬ 
rienced in the higher stages of production Demand for capital 
goods rises, and this involves a rise in demand for bank credit 
The profit rate rises, and our principle reveals an important factor 
which makes for progressive expansion and adds to the cumulative 
force of the upswmg 

Ad p) The situation is rather different where there has been 
no rise in aggregate income, but only a shift in demand from 
commodity A to commodity B Demand for capital goods derived 
from A falls, demand derived from B rises Do not these two 
changes cancel each other out, so that, on balance, activities m 
industries produemg producers’ goods will not be stimulated ^ 
The answer is that they may cancel out, but that there is not only 
no necessity for them to do so but even a probabihty agamst it 
It IS hkely that in many cases a net mcrease in demand for producers’ 
goods will result 

The outcome will mainly depend on three circum- 
Factors stances first, on the relative importance and 

affecting durabihty of fixed capital in the production of A 

the outcome and B, secondly, on the existence or non-existence 
of unused capacity and on the relative magmtude 
of the same in the two industries, thirdly, on whether and to what 
extent the machinery used for the production of A can also be 
used for the production of B 

If, in the production of B (say automobiles), the demand for 
which has risen, fixed capital plays a more important role, and a 
more durable equipment is needed than m the production of A 
(say textiles) where demand has fallen, then this shift in demand 
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for finished goods will induce a considerable increase in the demand 
for capital goods 

But, even if the proportion of fixed to working capital and the 
durability of the former is the same for A and B, it is quite possible 
that the shift in demand from A to B will create a net increase in 
demand for fixed capital (provided the machinery producing A is 
such that It cannot be used for the production of B) The principle 
of acceleration of derived demand works in both directions, as we 
know But, in the downward direction, its operation is limited by 
the fact that production cannot fall below zero If, therefore, in 
the case of a shift of demand from A to B, the demand for machinery 
producing A falls to zero, this loss may very well be more than 
compensated by an increase in the demand for new equipment 
producing B '■ 

The net result of a shift in the demand for finished products 
on the demand for capital goods will be lessened, if machinery 
producing A can be used without alteration, or with only slight 
alterations, for the production of B It is very hkely that, in some 
higher stage, the two streams of production, traced backwatd from 
A and B, coincide The steel industry, for example, is common to 
a number of industries besides A and B— eg, railway construc¬ 
tion and the building industry Obviously, it makes a great 
difference whether the production processes of A and B coincide 
in (say) the second, or only in the fifth, stage of production 
If the two commodities A and B are far removed from one 
another in the sphere of production, only a small part of the 
fixed capital devoted to the production of A can be used for 
the production of B, and so in the event of a shift of demand 
from A to B, any increase in the demand for new equipment 
and for the materials needed to construct it will be compara¬ 
tively strong. 


* It follows that the expansionary eftect of a shift m the demand is 
more hkely to be great if it occurs during a penod when the demand for 
equipment in both industries is at a relatively low level If it takes place 
while a general expansion is lU progres'., the acceleration principle has 
free play to operate in both directions and the effects on industry A and 13 
aie therefore more likely to compensate each other 



Chap 3 


T/je Over-investment Theories 


lOl 


Two alternatives are open for discussion The 
Method new investments can be financed (a) by means of 
of financing current savings or {b) by way of inflation through 
the neiv the creation of new bank credit and/or more inten- 
investment sive utilisation of existmg means of payment In 
other words, the increased investment may or may 
not be consistent with the maintenance of the stabihty of the 
monetary circulation— i e , of MV 

Ad («) Suppose that, with the working of the acceleration 
principle, a shift or an increase in the aggregate demand for fimshed 
goods affords new investment opportunities, but that the supply 
of capital in terms of money is not increased by way of inflation 
There is no elastic credit supply, and no hoards of any sort which 
producers can draw on The consequence will be a rise in the 
rate of interest This will produce a u tre nchment of investment—• 
of reinvestment or new investment, as die case may be—m 
different branches of industry, offsetting the increased mvestment 
m industries in which the demand for the finished product has risen 
The aggregate demand for producers’ goods cannot therefore rise 
Ad (f) It IS of course recognised by the leading exponent 
of the acceleration principle. Professor J M Clark, that the 
principle cannot serve as an explanation of the business cycle, 
nor even as an incomplete and partial explanation, except in 
conjunction with an elastic credit supply Unless it entails a 
credit expansion, an increase in investment in particular branches 
of industry cannot produce a general up-turn m business activity 
If there has been an increase in the circulatmg medium, income and 
demand for finished goods wiU rise, this will further stimulate mvest¬ 
ment, and so a cumulative process of expansion will be started 
The acceleration principle is thus assimilated by the over-mvest- 
ment theory, and adds an important feature to the picture of the 
cycle as drawn in the preceding sections 

Closer analysis reveals further pomts of connec- 
Turther tion between the acceleration prmciple and the 
considerations over-investment theory 

The fact that durable instruments are required 
in order to satisfy current demand for fimshed goods or services 
may be characterised, in the termmology of the monetary over- 
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investment theory, as an incentive to the initiation of roundabout 
methods of production The more durable the instrument, the 
longer the roundabout methods of production 
It has been mentioned already that the durability of the instru¬ 
ments, and the amount invested in them in response to an increase 
m demand for a fimshed product, cannot be taken as economic 
constants, determined solely and rigidly by the state of technological 
knowledge As a rule, there are various methods of production 
to choose between, and more or less durable equipment can be 
installed, the more durable varieties being more costly (Less 
durable instruments which cost as much as their more durable 
rivals are, of course, ruled out as uneconomical from the begmning ) 
The choice between these depends mainly on the rate of interest 
The lower the rate the more durable the instrument and the longer 
the roundabout process of production There is, furthermore, 
the risk factor In an atmosphere of optimism and confidence, 
people will be more mchned to undertake heavy investments 
than in a state of uncertainty and tear Also the rapidity of 
replacement of existing equipment, and therefore the length of its 
service life, will be influenced by these factors 

The production of durable consumers’ goods may give rise to 
credit expansion no less than the production of durable producers’ 
goods If demand for apartments rises, the construction of 
houses may be undertaken with the help of inflationary bank 
credit In the case of semi-durable goods, such as automobiles, 
where it is usually the instrument (and not only the service) that 
IS bought by the last consumer out of his income, an instalment 
purchase scheme may enable consumers to extend their current 
purchases beyond their current income Thus a slight increase in 
the income which allows its recipient to increase current consump¬ 
tion may bring about a much larger increase m demand m general 
Naturally, not only an actual, but also an anticipated, increase 
in demand for a finished product may bring about an increase in 
investment many times as large as the expected annual increase 
in demand for the finished product 

All these considerations bring out the importance of the role 
played by the acceleration prinaple in the mechanism of expansion 
as described by over-investment theorists 
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After the upward rnovement has been started, the acceleration 
principle explains the rapid absorption of unused factors of pro¬ 
duction in the upper stages of production Naturally, the principle 
cannot work unobstructed after all the factors, or particular types 
of the factors, of production have become fully employed But 
these questions have been discussed above in connection witli the 
monetary over-investment school 

The nature of the cumulative process of expansion 
Causes having been thus explained, there remain various 
of the possibilities of explaimng the collapse of the 
breakdown boom One explanation is that sooner or later a 
shortage of capital in the previously defined sense 
arises 

It has been pointed out above that a decrease m the rate of 
increase of demand for a fimshed product (say railway hnes) need 
not entail an actual decrease in demand for, and production of, 
producers’ goods (say steel) It is possible that the decrease in 
new demand will be compensated by an increase in replacement 
demand If the construction of new railway hnes decreases only 
after a long period, the steel industry need not experience any 
dechne at all Whether this condition can be fulfilled depends 
to a large extent (but not wholly) on the availabihty of capital 
If a shortage of capital develops, railway construction must be 
curtailed and the steel industry will suffer a dechne in demand 
We observe here again a close interrelation between the over¬ 
investment theory and the acceleration principle 

But shortage of capital is not the only conceivable explanation 
of the breakdown Professor Aftalion, who is amongst the 
exponents of the acceleration principle, has put forward the theory 
that the turnmg-point comes, not because the new investments 
cannot be completed owing to a shortage of capital, but, on the 
contrary, after the new roundabout processes of production 
(construction of durable instruments) have been completed and 
begin to pour out consumers’ goods Prices fall, consumers’ 
goods mdustries become depressed, and this depression is trans¬ 
mitted with mcreasmg violence to the higher stages of production 
This hne of thought will be discussed again m connection with 
under-consumption theories 
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A somewhat different standpoint in this matter is taken up by 
Professor Ropke, who has recently laid great stress on the accelera¬ 
tion principle as affording an explanation of why a serious break¬ 
down IS unavoidable after a period of rapid expansion ^ His 
analysis of the role of the acceleration principle in the mechanism 
of expansion is the same as that which is given above He does 
not, however, explain the ensuing breakdown by the emergence 
of capital shortage or of an insufficiency of consumers’ demand 
nor does he believe that the breakdown can be avoided by more 
saving (as the capital shortage theorists do) or by more spending 
(as the under-consumption theorists do) He believes that, owing 
to the operation of the acceleration principle, a situation in the 
structure of production is bound to develop which can under 
no circumstances be maintained—either by less saving on the 
part of the pubhc or by more—so that a serious breakdown is 
inescapable According to him, this type of maladjustment is 
unavoidable after a period of rapid capital accumulation, even 
in a planned soaahst economy of the Russian type 

But how, It may be asked, does he describe this maladjustment 
from which there is no escape except through a more or less seveie 
crisis ^ “ It IS the steep rise of the absolute amount of invest¬ 

ments winch matters, not the fact that our economic system must 
rely on credit expansion to make thiS rise possible And 
again “ The scale of investment grows, and so long as the 
rate at which it grows remains constant, or even increases, 
the boom has the power to last Eveniually, however, the 
moment must come when investment is not suddenly broken off 
certamly, but ceases to grow at the previous rate We cannot 
always be building and ‘ rationahsing ’ further, always con¬ 
structing new electricity works, etc —especially as the power of 
the credit system to go on continually financmg this investment 
delirium is finally exhausted At this point, the boom must come 


'■ Crises and Cycles (1936), pages 102 et seq See also his article 
"Socialism, Planning and the Business Cycle” in Journal of Political 
Economy, Vol 44, June 1936 A similar analysis is to be found in R G 
Harrod, The Trade Cycle, Oxford {1936J, page 105 and passim 
“ Crises and Cycles, page no 
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to an end, since the shrinkage of the capital goods industries is 
unavoidable ” ^ 

These quotations do not make the situation envisaged by our 
author perfectly clear but it is the nearest we can get to his mean¬ 
ing In the second part of this book (see § 5 of Chapter 11) it is 
proposed to work out a situation which perhaps covers vhat 
Professor Ropke really has in mind 


‘ Crises and Cycles, page 102 

* It IS not clear whether he has visualised the theoretical possibility of 
replacement demand’s stepping into the shoes of new investment in such 
wise as to bring about a smooth transition to a stationary equilibrium 
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CHAPTER 4 

CHANGES IN COST, HORIZONTAL MALADJUSTMENTS 
AND OVER-INDEBTEDNESS AS CAUSES OF CRISES 
AND DEPRESSIONS 


§ I INTRODUCTION 

In this chapter vve shall discuss certain factors which have 
sometimes been put forward as /he causes of the periodic recurrence 
of crises and depressions The atgument, however, goes too 
far It IS not in this case a question of elaborate theories embody¬ 
ing a full explanation of the busmess cycle comparable to the 
monetary explanation or the over-investment theory, but of 
certain particular factors which contribute something to the 
explanation of certain phases of the cycle To recognise that 
these factors may sometimes, or frequently, play a role in shaping 
the course of the cycle is by no means incompatible with acceptance 
of the monetary or over-investment theory of the cycle, though 
of course all members of these two schools would not attribute 
much importance to the lactors in question 

§ 2 CH \NGES IN COST OF PRODUCTION AND EFFICIENCY 
OF LABOUR AND PLANT 

In a competitive business economy, the statement that a restric¬ 
tion in industrial activity is due to the fact tliat production cost has 
risen above selling price does not add much to the mere statement 
that industrial activity has been reduced—at any rate, if “ price ” 
IS inteipreted (as it obviously should be) as the expected future 
price and “ cost ” as margmal cost at the expected volume of acti¬ 
vity This statement is compatible with any explanation of the crisis 
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and depression. Whether a series of crop failures, over-invest¬ 
ment, monetary deflation, under-consumption or anything else is 
ultimately responsible for the breakdown of the boom and for the 
depression, the proximate cause of the reduction m industrial 
output IS the fact that expected prices do not cover production 
cost All these factors must finally find their expression some¬ 
where in a disappearance of the profit margin (Ihere are other 
formula: which are as vague and unhelpful as the cost-of-produc- 
tion formula —e g , the assertion that the breakdown is due to the 
fact that demand has fallen short of supply, to a disequihbrium 
between production and consumption, or to ovcr-production 
in certain lines of mdustry and so on )' 

The rise of production cost during the prosperity 
Mitchell on phase and the reduction of production cost during 
the cyclical the depression play a prominent role m the explana- 
movements of tion of the cycle by Professor W C Mitculll 
production The following is his description of the process 
cost “ The decline in overhead cost per umt of output 
(which was brought about by the first increase in 
production after the trough of the depression) ceases when enter¬ 
prises have once secured all the business they can handle with 
their standard equipment, and a slow increase of these costs 
begins when the expiration of the old contracts makes necessary 
renewals at the lugh rates of interest, rent and salaries which 
prevail in prosperity Meanwhile, the operating costs rise at 
a relatively rapid rate Equipment which is antiquated and 
plants wluch arc ill located or otherwise work at some disad¬ 
vantage are again brought mto operation The price of labour 
rises, not only because the standard rates of wages go up, but also 
because of the prevalence of higher pay for overtime Still more 
serious is the fact that the efficiency of labour declines, because 
overtime brings weariness, because of the employment of ‘ undesir¬ 
ables ’, and because crews cannot be driven at top speed when 
jobs are more numerous than men to fill them The prices of 
raw materials continue to rise faster, on the average, than the 
sellmg prices of products Finally, the numerous small wastes 

* Compare L Robbins, Ihe Grca* Depression (1934). Chapter IT 
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incident to the conduct of business enterprises creep up when 
managers are hurried by a press of orders demanding piompt 
delivery 

A corresponding process of cost reduction is going on during 
the depression and prepares the ground for a revival 

In the passage quoted, the operation of a number 
Elements of factors is very luminously described But, 
contained in analytically, the various forces making for higher 
other theories umt cost, partly in real terms, partly only in terms 
of money, are very different in nature 
That cost of production in terms of labour rises because inefficient 
workers and undesirables must be employed and because antiquated 
equipment must be brought mto operation when production is 
expanded is quite natural Tlus is simply a way of expressing 
the law of decreasmg returns The supply price rises, and this 
“ obviously hmits the extent to which production expands in 
response to a given rise m demand, and, smee the whole process 
takes time, it is natural that we should find expansion carried for¬ 
ward continuously up to a point, and then stopped ” ^ This does 
not, however, explam why expansion is followed by a breakdown 
and depression 

That money wages rise durmg the upswing (and fall during 
the downswing) has been shown in connection with the theories 
reviewed earlier m this book This rise (and fall) in wages is 
a consequence of credit expansion (and contraction) It does 
not explain anything, unless it is possible to show why efficiency 
wages must rise, or are hkely to rise (or fall) more (or less) 
rapidly than prices—that is to say, if a time-lag can be established 
between the movement of wages and prices 

The rise in interest rates is, as the monetary over-investment 
theory has shown, a symptom of a vertical maladjustment m the 
structure of production It works out in an increase in money 
costs, but affects the higher stages of production more severely. 
As a link in the analysis of the over-investment theory or a purely 

* See "Business Cycles” in Business Cycles and Unemployment, 
New York, 1923, pages 10 and ii A similar description is to be found 
in other writings by Mitchell on the subiect 

“ t^r^tuahons, 2nd ed , London, 1929, page 228 
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monetary theory i la HAWTREy which explains the breakdown 
by an act of hoarding or credit-restriction, the rise in interest rates 
adds something to the explanation of the business cycle, but it is 
not very helpful if regarded only as conttibuting to the increase 
of the money cost of production 

A new point, not so far mentioned in our anal) sis. 
Movements is the argument that cfliciency tends to fall during 
in efficiency the upswing, because waste crops up everywhere 
(and efficiency tends to increase durmg the down¬ 
swing because of the elimination of waste) Since money wages 
generally rise during the upswing (and fall during the downswing), 
tins IS equivalent to saying that elEcicncy wages rise faster than 
money wages during the upswing (and fill faster during the 
downswing) This is probably a factor which affects all branches 
and all stages of production alike, or, if it docs not, the differences 
are due to accidental circumstances, and there is no tendency for 
higlier and lower stages —t e , the production of durable ciiJital 
goods and of perishable consumeis’ goods—to be affected m a 
different degree 

This tendency of efficiency wages to rise durmg the upswing— 
the reader will easily make the necessary adjustments for the apph- 
cation of the argument to the downswing—is surely a factor which 
must unfavourably affect the whole situation Other things 
being equal, the breakdown would at least be postponed if this 
lowering of efficiency could be avoided But the avoidance of 
waste and the maintenance of the level of efficiency attained during 
the depression would not in themselves mean the avoidance of 
vertical and horizontal maladjustments m the structure of produc¬ 
tion If, on the other hand, there is no horizontal or vertical 
misdirection of mvestments, the mfluence ot an all-round lowermg 
of efficiency may be compensated by an increase in prices or a 
reduction of money wages 

It cannot, however, be denied that, theoretically, a heavy fall 
m efficiency, unaccompamed by a correspondmg fall m money 
wages and not compensated by a rise in prices, may produce a 
general depression 

The same effect may perhaps be brought about by a rise in money 
wages, induced from the supplv side una<icomDaaieci b» A rise in 
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effiaency or a general increase of prices There are reasons to 
believe that something of this sort happens during the later phase 
of the upswing of an ordmary busmess cycle The decrease m 
effiaency alone, on the other hand, is probably not of the same 
order of magmtude as the rise in general prices 

But this involves a quantitative estimate and calls for statistical 
mvestigation, and it is not easy to find a statistical measure for the 
changes m the efficiency of labour The well-estabhshed fact that, 
in a number of industries, output per head of the employed labourers 
rises sharply durmg the depression and falls during the upswing 
of the cycle is not a sufficient proof, because it may be entirely 
due to the fact that antiquated plants, etc , are put into operation 
durmg the upswing and are closed down durmg the downswing, 
and that less efficient workers are engaged during the upswing 
and discharged durmg the downswing In technical parlance, 
the change of efficiency which we have m mmd must be represented 
by a shift of the productivity curve, while the statistically observed 
changes m the output per head of the labour employed may be due 
—and to a certain but unknown degree undoubtedly are due— 
to a movement along the curve 

^ 3 HORl/ONTAL M \L VDJt'STMLN fS 

The distinction between “ horizontal ” and “ ver- 
Capable of tical ” maladjustments in the structure of produc- 
explaimng a tion was explained above We have seen that, 
general according to the over-mvestment theory, a vertical 
depression maladjustment is normally the cause of the collapse 
of the boom, and the exponents of the monetary 
form of the over-investment theory especially seek to show that 
such a vertical maladjustment (of which the outstandmg symptom 
IS capital shortage and a sharp rise m the mterest rate) does not 
arise by pure chance, but develops as the natural and necessary 
consequence of the inflationary forces which are at work durmg 
the upswmg, falsifying certam essential price relationships by 
distorting the rate of mterest 

Even if one accepts this theory as fundamentally correct, it 
does not follow that horizontal maladjustments are not equally 
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likely to arise, or in certain cases to be responsible for the 
breakdown 

It IS true, a horizontal malad|ustment alone (that is to say, an 
over-development of a particular branch of industry) can explain 
only a partial—as opposed to a general—depression for the reason 
that, if industry A is over-developed, there must be an industry B 
which IS under-developed and, if A is depressed, B must prosper 
But the same is true, as we have seen, of a vertical maldistribution 
of the factors of production 

In order to explain ^.general depression, it is necessary to recognise 
that a deflationary cumulative process can be set in motion by 
partial dislocation of the productive process If this is accepted, 
there is no difficulty in assuming that such a vicious spiral of 
contraction may be started by a horizontal, as well as by a vertical, 
maladjustment in the structure of production 

Such horizontal maladjustments can be brought 
“ Error about by a great number of circumstances which 

theories ” may be classified as (i) shifts in demand and (2) 
shifts in supply 

It IS here that the “ error theories ” of the busmess cycle, or 
rather of the crisis, have their proper place These thcorits stress 
the great complexity of our economic system, the lack of knowledge, 
the difficulties in foreseemg correctly the future demand for 
various products One producer does not know what the other 
is domg A given demand cannot be satisfied by producer A 
producers B, C, D, etc, are accordingly called upon to satisfy it, 
and this creates an exaggerated impression of its volume and 
urgency This leads to competiti\e duplication of plant and 
equipment, involving errors in the estimation of future wants 
The circumstances conducive to bringing about such mistakes 
have been most fully described and analysed by Professors F W 
Taussig,^ A C Pigou,^ Sir William Bevlridge® and T W 
Mitchell * 

^ Principles oj Economics, '^rd ed , 1925, Vol i, pages 388 et seq 

= Industrial I luctuations. Chapter VI (“ The Structure of Modern 
Industry and Opportunities for Errors of Forecast ”) 

’ Unemployment, new ed , London, 1930 

‘ "Competitive Illusion as a Cause of Business Cycles” in Quarterly 
Journal of Economics, Vol 38, August 1924, pages 631 et seq 
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Clearly, mistakes which lead to a misdirection of productive 
resources can be made at any time But there are good reasons 
for the view that they ate specially hkely to arise during the upswing 
The prosperity phase of the cycle is characterised by heavy invest¬ 
ments for the reason that, m many hnes of industry, provisions 
are made for satisfymg future needs of the ultimate consumer as 
well as of producers in the intermediate stages of production 
Evidently, the longer ahead demand has to be estimated the greater 
the risk of serious errors If the estimate has to be made in a 
period of rapid changes m the economic system in general, and if 
new methods of production and the production of new types of 
goods are involved, the risk becomes still greater Indivisibility 
and durabihty of instruments and the comphcated relation between 
changes in the demand for finished goods and the demand 
for durable producers’ goods (as postulated by the acceleration 
principle) combine to make a smooth adjustment of cost and supply 
to changes in demand extremely difficult 

The border-hne between horizontal and vertical 
'‘Horizontal” maladjustments is sometimes very difficult to draw 
and But since the two are not mutually exclusive, since 
“ vertical ” they can, and probably frequently do, coexist and 
maladjuU- reinforce one another, the fact that classification is 
ments sometimes difficult in concrete cases docs not weigh 
too heavily in the balance 

To illustrate the close relationship between horizontal and ver¬ 
tical maladjustment, take again the case where a demand for a 
capital good (say constructional steel) drops violently as a result 
of a decrease or cessation of growth of demand for the product 
(say houses or motor-cars) It has been argued (as already stated)^ 
that this is in reahty the consequence of a shortage of capital— 
in other words, of a vertical maladjustment in the structure of pro¬ 
duction—and that, if the necessary capital were forthcoming, the 
buildmg activity and motor-car production could contmue until 
the replacement demand for houses and cars was such that the 
steel mills could use dieir whole capacity to satisfy it 

This may be so but it is just as possible, and a good deal more 
probable, that the decrease in demand foi new houses and motor- 
‘ Bj I’roltssor llajek 
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cats IS due to the demand situation —t e, that the demand for 
houses and cars has been well satisfied for the time being relatively 
to other needs, and that savings are therefore mvested in other 
directions, where no steel, or not so much steel, is needed In 
this case, we have a horte^ontal maladjustment in the structure of 
production So far as the deterioration of the steel mdustry and 
the repercussion which this might have on tributary mdustries and 
on the volume of the circulatmg medium are concerned, the 
consequences of a horizontal and a vertical maladjustment are 
exactly the same 


§ 4 OVER-INDEBrtDNESs 

Professor Irving Fisher' thinks that there are 
Introductory two mam causes of the recurrence of economic 
depressions, namely “ over-indebtedness ” and 
“ deflation ” These two factors, he thinks, tend to produce and 
to reinforce one another Deflation swells the burden of debts, 
and over-indebtedness leads to debt liquidation, which engenders 
a shrinkage of the money stream and a fall m prices 

Professor Fisher’s debt-deflation theory is embedded in a 
general view about the trade cycle which sounds prima facte 
somewhat strange He hkes to call “ the ” business cycle a myth 
But a closer exammation shows that he deprecates only the use 
of the term “ cycle ” in the sense of a strictly periodic and regular 
movement He stresses the differences in the appearance, amph- 
tude and length of the various “ cycles ”—that is, in the alterna¬ 
tions of good and bad years—which we find m the economic 
history of the last hundred years He admits and even emphasises 
the fact that the economic system is hable to deteriorate m a cumu¬ 
lative process—that there is a vicious spiral of contraction and 
another vicious spiral of expansion But how far expansion or 
contraction goes depends (he maintains) on innumerable 
circumstances, which differ from case to case 

‘ Cf his article “The Debt-deflation Theory of Great Depressions” 
in Econometrtca, Vol i. No 4, October 1933, pages 337 et seq, and his 
book Booms and Depressions, London, 1933 
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This difficulty cleared away, it is comparatively easy to determine 
the place of the debt-dedation theory in our system of explanations 
of the cycle, and to distmguish those elements which add somethmg 
new from those which have been already discussed in connection 
with other theories 

The description of the vicious spiral downward, which comes 
into play after the depression has once been started, is substantially 
the same as we found it m the writings of the monetary and 
over-investment schools. A fall in demand leads to a fall in 
prices, to the disappearance of the profit margm, to a reduction 
in production, to a decrease in the velocity of money, and so 
to a contraction of credit, a further drop in demand, pessimism, 
hoarding, etc 

What, then, is the role of debts and over-mdebtedness ^ They 
influence the course of the cycle m two respects In the first place, 
the existence of large debts expressed in terms of money tends to 
intensify the deflation, and in the second place a state of over- 
mdebtedness may be the cause which precipitates the crisis 
Professor Fisher does not distmgmsh the two cases m these words, 
but the distinction is clearly imphed by his analysis 

I The existence of large debts in terms of money 
Deh/s IS certainly a most potent factor (although not the 
intensify only factor) tending to aggravate the depression 
deflation The burden of debts becomes heavier with the fall 
in prices, and this leads to distress selhng, which 
depresses prices further Thus, directly and indirectly, a liquida¬ 
tion of bank credits is induced, which means a shrinkage in the 
volume of the arculating medium and of the demand for goods 
m general 

It would seem that the intensifying mfluence of money debts 
on the contraction process is an important corollary of the theory 
of the deflation as elaborated by the writers previously reviewed 
Deflation would cause depression and the process of contraction 
would be cumulative, even if (as it is conceivable) the upswing 
were financed by shares and not by bonds, and by the producers’ 
own capital mstead of by borrowed money, but the depression 
would be milder if the amount of debts was smaller (To this 
problem we shall return presently ) 
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2 A much more precarious proposition is that 
Over-indebted- which regards the state of “ over-indebtedness ” 
ness may as the normal cause of the collapse of the boon; 

cause the What is meant by over-indebtedness ^ “ Ovci 

downturn indebtedness means simply that debts are out-of-lin'* 
are too big relatively to other economic factors ” 
How is over-mdebtedness brought about ^ “ It may be started 

by many causes, of which the most common appears to be new 
opportunities to invest at a big prospective profit, such as through 
new inventions, new industries, development of new resources, 
openmg of new lands or new markets Easy money is the great 
cause of over-borrowing 

It seems clear that in these cases over-indebtedness is closely 
connected with over-investment To say that the cause of the 
breakdown is over-investment is the same thing as saymg that 
mvestments have been made which later turn out to be unprofit¬ 
able that IS, in other words, sales proceeds do not cover cost, and 
one important cost item is interest on fixed and working capital The 
over-investment theory tries to show why this is the necessary conse¬ 
quence of any mflationary boom, and how entrepreneurs are lured 
into too heavy investments Professor Irving Fisher, on the other 
hand, stresses the fact that these over-mvestments have been made 
with borrowed money But clearly over-mvestment, rather than 
over-mdebtedness, is the pnmary cause of the breakdown If the 
investments are excessive (m the sense that the structure of pro¬ 
duction IS not in equihbrium), then these enterprises will suffer 
losses, whether they are financed with shares or with bonds, with 
borrowed capital or with the entrepreneur’s own capital Further 
mvestment will be stopped and deflation is hkely to ensue If, on 
the other hand, the structure of production is in equihbrium, there 
IS no reason why the indebtedness of the new enterprises should 
cause trouble It may, however, readily be admitted that the 
repercussions of the breakdown of the investment boom are hkely 
to be much more severe where the mvestments have been financed 
with borrowed money 

* Booms and Deptessions, page ii 

• “ The Debt-deflation theory,” loc cU , page 348 Italics in the 
original 
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We may thus conclude that the “ debt-factor ” plays an indepen¬ 
dent r61e as intensifier of the depression, but can hardly be regarded 
5 an independent cause of the breakdown ^ 


§ 5 FINANCIAL ORGANISATION AND THE SEVERITY 
OF THE DEPRESSION 

Mr A Loveday has called attention to certam 
'^gtd money features of our present financial organisation which 
contracts tend to aggravate the consequences of a fall m the 
intensify price-level “ We may not—we do not—know”, 
deflation he says, “ the causes of the recurrence of periods of 
depression, but we do know many of the factors 
that contribute to their severity “ When prices and the national 
mcome expressed m money values dimmish, the money claims 
represented by the contracts remam unchanged, the contractors 
who have received a money claim obtain a greater share of the 
national dividend and others obtam less When contracts are 
for short periods, the shift in the distribution of mcome may 
be nugatory or ml They can be changed as rapidly or almost as 
rapidly as the prices of commodities move But when they 
stretch over a period of years, or when rapid change is m practice 
difficult, they must affect the distribution of income and thus of 
purchasmg power 

“ . The point which I desire to throw into relief is that, m 
a financial organisation such that claims on national income vary 
less readily than do prices of goods, the rigidity of those claims 
Itself constitutes a contributory cause of further price declmes 
The greater the proportion of monetary fixed claims in society 
as a whole the greater the danger 

“ In the international field, the effects of such fixed claims are 
atih more serious, because the transfer of wealth from debtor to 

* There are other factors of which Fisher seems also to think when he 
talks of over-mdebtedness, e g , war debts and reparation payments 
It may, of course, be readily conceded that, if such political debts are 
excessive and if the countries concerned do not puisue an appropriate 
policy, the existence of such debts may lead to contraction and depression 
- ‘ Financial Organisation and the Price Level ” in Economic Essays 
m Honour of Gustav Cassel, London, 1933, page 409 
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creditor that has to be made is not within the country It is not 
the distribution of a national income that is affected directly, but 
Its amount A larger slice must be cut off the national mcome of 
the debtor State and handed over to the foreign creditor ” ^ 

Mr Loveday then points out that for various 
Bonds reasons these financial rigidities have mcreased 
versus “ In recent years, the joint-stock system, under 
equities names varying with the law in different countries, 
has replaced to a constantly increasing extent the 
more personal enterprise Gradually with the growth of 

the big mdustrial concern, with the extension of the multiple 
shop a greater and greater proportion of the population 

has been thrust out of positions of direct, mdependent control into 
the mass of wage-earning and salaried classes Such persons can 
no longer mvest m themselves, to the extent that they play for 
safety or apparent safety, and give preference to fixed-interest- 
bearing obligations over profit-sharing equities, they mevitably 
add to the rigidity of the financial system Many forces have 
induced them to prefer safety to profit —that is, fixed-interest 
bonds to shares and participations 

The rising importance of the small mvestor as compared with 
the large capitahst has increased the preference for bonds, since 
the small capitalist has not the means of a large investor to spread 
his risk, and is not in a position to form a rational judgment about 
the chances of investments in equities Therefore, he prefers 
savings deposits and fixed-interest obhgations To an increasmg 
extent, moreover, international mvestments have taken the form 
of fixed-interest-bearing obligations in preference to shares 

There can be no doubt that these circumstances have played an 
important part in aggravating the depression of to 19}^ 

These factors must therefore be incorporated m a fully elaborated 
theory of the business cycle but they can find a place in any theory 
which recognises the deflationary nature of the depression 


* Op ett, pages 410 and 411 

• Op cit, page 412 
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CHAPTER 5 

UNDER-CONSUMPTION THEORIES 


§ 1 INTRODUCTION 

The under-consumption theories have a long 
Historical history In fact, they are almost as old as the science 
background of economics itself Lord Lauderdale, Malthus 
and SiSMONDi are prominent among the early 
adherents of this school of thought The authors who have done 
most in recent times to re-state and propagate the under-consump¬ 
tion theory m a scientific way are Mr J A Hobson * in England, 
Messrs W T Foster and W Catchings ® m the United States, 
and Professor Emil Lederer® m Germany * The cruder versions 
of the theory, which exist in innumerable varieties in all countries, 
will not be considered here, as their fallacy has been clearlv demon¬ 
strated on various occasions ® 


‘ See 7 he Industrial System, London, 1909, 1910 , Economics of Unem¬ 
ployment, 1922 , Rationahsation and Unemployment, London, 1930 
* See Money, Boston, 1923 , Profits, Boston, 1925 , Th" Road to Plenty, 
Boston, 1928 

’ “ Konjunktur und Knsen” in Grundrtss der SozialoRonomie, Tubingen, 
1925 , Technischer FortschrUt und Arbeitslosigkeit, Tubingen, 1931 

‘ While not himself primarily an advocate of the underconsumption 
thesis, Mr Keynes has laid great stress on the deflationary character 
of acts of saving fn the Oenetal Theory of Employment, Interest and 
Money, London, 193O, he has forged, 111 the concept of the “ propensity 
to consume” an instrument apt for the purposes of the underconsump¬ 
tion theory The implications of this concept have been more fully 
developed by Mr Harrod in his work. The Trade Cycle, Oxford, 1936 
‘ For example, by E F M Durbin’s Purchasing Power and Trade 
Depression, London, 1931, and H Gaitslxcll’s contribution to What 
Everybody wants to know about Money, ed by G D H Cole, London, 
1933. pages 348 et seq 
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It IS difficult to summarise these theories because, with some 
notable exceptions, their scientific standard is lower than the 
standard of those reviewed earher in this volume They cannot 
be reviewed as systematically as the over-mvestment and monetary 
explanations, for it is only in regard to certain phases of the 
cycle that these theories have anything original to contribute 
The under-consumption theory is a theory of the crisis and depres¬ 
sion rather than a theory of the cycle Those members of the 
school who attempt to explain the cycle as a whole and deal with 
all Its phases (e g , Professor E Lederer) have taken over many 
features from—or have much m common with—the monetary 
and over-investment theories 

The following pages wiU therefore be not so much a review 
of a theoretical system totally different from the theories reviewed 
in the preceding pages as a selection of certain hypotheses which 
admit of consideration m conjunction with parts of the theories 
examined earlier It is possible, as we shall see, to find a logically 
tenable alternative to the explanation of the crisis given by the 
over-tnvestment theory, and the new explanation of this particular 
phase of the cycle seems to be quite compatible with the monetary 
and over-mvestment theories’ account of the nature of the upswmg 
and the downswing 

§ 2 DIFFERENT TYPES OF UNDER-CONSUMPTION THEORIES 

Another reason why it is difficult to summarise 
Various the views of the under-consumption theorists is 
senses that under-consumption is not a clear-cut, well- 

of under- estabhshed concept, but covers a great variety of 

consumption phenomena It is true that all under-consumption 
theories are concerned with the alleged insufficiency 
either of money incomes or of expenditure on consumers’ goods 
out of those mcomes, but the variations between the different 
theories are very great We shall now consider briefly the different 

ways in which under-consumption in one sense or another has 
been held responsible for the recurrence of economic depressions. 
Two versions of the theory will finally emerge which seem to 
merit closer examination 
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1 The unqualified statement that, owing to technological 
improvements and inventions and to the accumulation of capital, 
there is a tendency for production to outgrow the capacity for 
consumption—this is the under-consumption theory in its crudest 
form—can be dismissed offhand as wholly unfounded 

2 Very frequently, “ under-consumption ” is used to mean 
the process by which purchasmg power is in some way lost to the 
economic system, and therefore fails to become mcome and to 
appear as demand in the market for consumers’ goods Money 
disappears or is hoarded, and the income-velocity of money 
diminishes In this sense, under-consumption is )ust another 
word for deflation Deflation is, of course, a possible cause of 
the breakdown of the boom and the mam cause of the depression, 
but, as such, it is covered by the monetary explanation of the 
busmess cycle 

3 The under-consumption theory is frequently 
Under- put forward in the following form There is, it is 
consumption said, a secular tendency for the volume of production 
and the secular to grow The population mcreases Inventions 
fall of prices and improvements raise the output of goods Addi¬ 

tions are made to the stock of capital—that is, to 
tools and implements Commodity prices must therefore fall and 
depression ensue, unless the quantity of money is contmuously 
increased so as to create the consurmng power necessary to absorb 
the mcreasing output of goods at stable prices This is certainly 
too sweeping a statement to be of much value in explaining the 
course of the cycle The various factors which make for an 
increase m the volume of production must be treated separately 
In particular, a distinction must be made between growth factors 
which involve a decrease m the unit cost of production and those 
which do not Technological improvements reduce the unit 
cost of production Most authorities conclude, therefore, that 
an mcrease in production which is due to such improvements 
docs not call for an mcrease m the quantity of money In 
that case, a fall m prices is not harmful, because it goes 
parallel with a fall in cost and does not mvolve a fall m 
money wages and mcomes m general On the contrary, m the 
face of falling cost, a price-stabihsmg pohey would create a 
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profit inflation and lead to a dangerous boom and later on 
inevitably to a collapse and depression To this proposition we 
shall return later 

In the case of a growing population, the situation is different 
Here most authorities (with the notable exception of Professor 
Hayek) would agree that the quantity of money ought to increase 
Otherwise all prices, mcluding the prices of the factors of produc¬ 
tion, prmcipally wages, must fall It goes without saymg that 
this IS not a satisfactory arrangement, if only because of the rigidity 
of wages ^ 

More difficulties are presented in the case of a growing capital 
stock Should the quantity of money be increased in such a 
way that prices remain stable ? And which prices commodity 
prices or factor prices ^ 

These problems, which cannot be dealt with exhaustively at 
this juncture, have been much discussed, prmcipally by monetary 
writers (m recent tunes, for example, by Mr Hawtrey and 
Professor Robertson) * They occur m the writmgs of the under¬ 
consumption theorists mtermmgled with other arguments which 
will be discussed presently (It is for this reason that they have been 
touched upon here, although they do not constitute the heart of 
the under-consumption theory ) 

But what is the bearing of these considerations on the explana¬ 
tion of the busmess cycle ^ The growth of population, the 
enlargement of the capital stock, the improvements m the technical 


* This Professor Hayek too would admit But he thinks that the 
injection of money necessary to prevent the fall in wages would create 
a vertical maladjustment in the structure of production, of the kind that 
we have discussed in the section on the monetary ovci-investment 
theory See Prices and Production, 2nd ed , J934, Jiage 161 

' Compare also G Haberler, The Different Meanings attached to fh‘> Term 
“ Fluctuations in the Purchasing Power of Gold ” and the Best Instrument 
or Instruments for measuring such Fluctuations (Memorandum submitted 
to the Gold Delegation of the League of Nations, 1931) A German 
tianslation appeared under the title “ Die Kauflcraft des Geldes und die 
Stabilitdt der Wirtschaft, ” in Schmoller's Jahrbuch, Vol 55, 1932 See 
also W Lgle, Das neutrale Geld, Jena, 1933, and J G Koopmans, “ Zum 
Problem des neutralen Geldes, ” in Beitrage zur Geldtheorie, Vienna, 1933 
The older literature is well reviewed in C M Wash, 3 he Fundamental 
Problem in Monetary Science, New York, 1903. 
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processes of production, are ali secular movements Therefore, 
the proposition that the supply of money does not keep pace with 
the growth of production cannot, per se, explam a cychcal move¬ 
ment It IS hopeless to explam the busmess cycle without takmg 
account of the cumulative nature of the “ short-run ” processes 
of expansion and contraction The considerations in question 
do not show why these processes are cumulative Nor do they 
explam why those processes come to an end sooner or later and 
give rise at once to a cumulative process m the opposite direction 
Their value is rather as a means of determining the trend, a deviation 
from which, m the one or the other direction, is hable to start 
a cumulative process of expansion or contraction 

There remains the possibihty that the growth of production 
or the increase m the supply of money moves m cycles The 
volume of production shows, of course, a cychcal movement 
But this IS exactly the phenomenon which is to be explamed it 
cannot be taken as an independent cause ^ The second assump¬ 
tion that the supply of the circulating medium changes cychcally 
IS the essence of the purely monetary explanation of the busmess 
cycle 

We conclude that these arguments put forward under the name 
“ under-consumption ” theory are partly irrelevant for the 
explanation of the short cycle and partly covered by other 
theories 

4 In Its best-reasoned form {e g , in the writings 
Over-saving of Messrs J A Hobson and Foster and Catchings), 
theory the under-consumption theory uses " under-con¬ 
sumption ” to mean " over-saving ” Depressions 
are caused by the fact that too large a proportion of current income 
IS bemg saved and too small a proportion spent on consumers’ 
goods It IS the process of volimtary savmg by individuals and 
corporations which upsets the equihbrium between production 
and sales 


‘ By an “independent cause” is meant a change produced by outside 
factors which can be taken for granted by the economist, such as changes 
in agricultural production, due to weather conditions Nothmg of this 
sort IS to be found in industrial production 
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The next step in Mr Hobson’s analysis is the contention that the 
cause of over-saving is to be found in the unequal distribution of 
income It is principally the recipients of large incomes who are res¬ 
ponsible for most of the saving ^ If the wage level could be raised 
and the national dividend more equally distributed, the proportion 
of savings would no longer be dangerous The demand for 
equahsation of income as a means of reducmg cychcal fluctuations, 
which IS very popular in certam quarters, has one of its roots here 
We shall leave this part of the argument on one side, however, 
and concentrate on the fundamental proposition that over-saving 
is the cause of the evil 

The activity of savmg may conceivably exert an adverse influence 
on the econormc situation m three different ways 

{a) Savmg may lead to depression because 
Saving savings do not find an outlet m investment There 
and hoarding may be an excess of savings over new investment 
which will be mtensified by every additional act 
of savmg, at any rate where savmg extends beyond a certain hmit 
In other words, savmg produces a deflation, a decrease m aggregate 
demand for goods, because the sums saved are used to hquidate 
bank credit or are accumulated and hoarded m the shape of cash 
or idle deposits There is the further possibility that savmgs are 
spent, not in financing new investments, but m buying property 
and titles to property sold by people who are forced to sell because 
they have suffered losses During the depression, when the spirit 
of enterprise runs low and pessimism prevails, it is probably true 
to a large extent that savmg engenders deflation rather than new 
investments, and that the slump is to that extent prolonged and 
mtensified But the breakdown of the boom can hardly be explained 
m this way There is no evidence that an absorption of savings 
occurs durmg the boom or before the crisis on the contrary, there 
mvariably exists a brisk demand for new capital, signahsed by high 
mterest rates There is an excess of investment over savmg and 
not the contrary * The situation changes, of course, completely 

‘ Statistical evidence is to be found, e g , m A menca’s Capacity to 
Consume edited by the Broolangs Institution, Washington, 1934 

* It should be noted that the terms " savings ” and' investment’ are 
used here in the ordinary meaning of the two words Mr Keynes, in 
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after the Mirning-point, when the depression has set in Then 
there is an excess of savings over investment 

But this analysis is no special contribution of the under-consump- 
tionists It IS the common ground of the monetary and over¬ 
investment theorists (especially Professor Robertson) 

Now we come to the heart of the under-consump- 

Savmg tion or ovet-sa.ving theory, 
decreases (b) Savings lead on the one hand to a fall in the 
dewaftd/or, demand for consumers’ goods, because the money 
a»djficf eases saved is not spent on consumption 
supply of, (c) On the other hand, savings are, as a rule, 
consumption invested productively The sums saved are used 
goods to add to the capital equipment of the commumty 
Factories, railways, power-plants and machines 
are constructed The ultimate aim of all tins is to increase the 
production of goods for final consumption 

Thus the demand for consumers’ goods is reduced, their supply 
IS mcreased and their prices must fall The market for consump¬ 
tion goods holds the central position in the economic system 
So long as all goes well there, the whole productive apparatus, 
which is piled up behmd the consumers’ market and is there only 
to serve it, will run smoothly when the equilibrium is disturbed 
there, the whole economic system will suffer 

To this theory there are serious objections To 
Criticism say that the situation in the earher stages of produc¬ 
tion depends exclusively on the state of affairs in the 
consumption industry—that, if the latter flourishes, the former will 
prosper and that, if production falls or stagnates m the latter, the 
former will necessarily dechne or stagnate too—is, m this general 
and categorical form, certainly wrong We have already had 
occasion to discuss a case where a general increase m demand for 
consumers’ goods and a consequent tendency of the consumption 


his Treatise on Money, has given them a very peculiar definition, according 
to which an excess of savings over investment does not imply deflation 
but IS, by definition, equal to losses, and an excess of investment over 
savings equal to profits An extensive discussion of the problem of 
defining saving, investment and hoarding is to be found in Chapter 8, 
below 
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industries to expand production are not only not a suffiaent 
condition of prosperity in the higher stages of production, but, 
on the contrary, the cause of its collapse The monetary over¬ 
investment theory has shown the possibility that, when at the end 
of the boom the demand for consumers’ goods rises and their 
production tends to mcrease, this upsets the equilibrium between 
costs and prices in the higher stages, because there are then no idle 
factors of production which can be drawn into employment in the 
higher stages, and there arc not the necessary funds (capital supply 
in terms of money) to retam employed factors of production 
against the competition of the consumption industries 

Accordmg to the over-saving (under-consumption) theory, the 
equihbrium is upset by the opposite course of events—that is, by 
a decrease in the demand for consumers’ goods The critiasms to 
which the theories of Messrs Foster and Catchings (who have 
elaborated the over-saving theory most fully) have been subjected 
by Messrs Durbin, Hansen, Hayek, Robertson and others,' have 
at least shown that, in spite of a high rate of saving, there is always 
an equihbrium position possible with full employment of the 
factors of production This is true in the first mstance (that is, 
durmg the period of construction of the new capital) as well as 
m the long run (after the new capital equipment has been put into 
operation) 

Lookmg at the problem broadly, it is clear that 
The fmctton the social function of saving is to release resources 
of saving from the production of goods for immediate con¬ 
sumption for the production of producers’ goods ® 
Temporarily, the production of consumers’ goods is curtailed 
in order to permit of mcreased production at a later pomt with the 
help of capital goods which have been constructed in the mean¬ 
time The fall in the demand for consumers’ goods has there¬ 
fore its function The monetary mcentive for the entrepreneur 

* See Durbin Purchasing Power and Tiade Depression, London, 1933 , 
Hansen Business Cycle Theory, 1928, Chapter III Hayek “ The 
Paradox of Saving ” in Economica, May 1931 , D H Robertson “ The 
Monetary Doctrines of Messrs Foster and Catciiing ” in Economic Essays 
and Addresses of Pigou and Robertson, London, 1931 

‘ Compare especially C Hiesciam-lurrotii, ‘ Ihc Theory of Saving, ” 
in Lconomica, 1936 
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to undertake the construction of new capital equipment, in spite 
of decreased demand for consumers’ goods, is provided by a 
fall in the rate of mterest, which permits a lowering of umt cost 
through the utilisation of roundabout methods of production 
of superior productivity The cruder versions of the under¬ 
consumption theory do not offer an adequate analysis of these 
essentials of the capitahstic method of production They there¬ 
fore do not deal with the possibihty of a smooth adjustment of the 
production process to savmg But it must be admitted that, while 
their opponents have shown the theoretical possibility of a smooth 
absorption of savmgs in new investments, they have not shown 
Its necessity Entrepreneurs may make no use of the possibihty 
of extending the structure of production The consumers’ goods 
industries and the immediately preceding stages will thereupon 
curtail production, and this may lead to a destruction of purchas¬ 
ing power This m turn may deter producers m the higher stages 
from embarking on new investments, in spite of the incentive 
provided by the fall in the interest rate All depends on their 
psychological reactions, on their anticipations If the money 
saved is not invested, a cumulative process of deflation will start 
and saving may thus defeat its own end 
Thus we are back at case {a) discussed above Much will 
depend on whether there is a contmuous flow or a gradual increase 
of savings, whether there are violent changes, and whether there 
IS a brisk and continuous demand for new credit (capital) so that an 
increasmg supply is readily absorbed at shghtly falhng mterest rates ^ 

Let us now apply this analysis to the broad facts of the business 
cycle Durmg the depression, demand for new capital is at a 
low level and melastic There is therefore a great danger of new 
savmgs runmng to waste mstead of bemg invested Durmg the 
upswmg, demand is brisk and new savmgs easily find an outlet 
m new mvestment Can the over-savmg doctrine contribute 
anythmg to the explanation of the crisis, the down-turn from 
prosperity to depression ? 

There is no evidence for the assumption that the rate of savmg 
rises at the end of the boom and so creates serious difficulties 

* Brebciani-lunoni, 'oc ctt 
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On the contrary, for reasons which have been touched upon in an 
earher passage, it would seem rather that the rate of savmg falls 
in the later phase of the boom 

5 But It has been argued by many writers— 
Valuable and the argument may be said to represent a new 
aspects of the version of the under-consumption theory—that 
under- the end of the boom comes when the fruits of the 
consumption new processes which have been initiated with the 
theory help of voluntary and forced saving during the 
upswmg begin to emerge The crisis is brought 
about, not by a sudden rise in the rate of savmg (1« , a fall in the 
demand for consumers’ goods) but by a rapid rise in the rate of 
output (/ , m the supply of consumers’ goods) This theory, 
which IS the direct opposite of the shortage-of-capital explanation 
of the breakdown, merits close examination and will be discussed 
m the next section 

6 Another valuable version of the under-consumption theory 
IS the doctrine that the failure of wages to rise rapidly enough 
during the upswing—more exphcitly, the lag of wages behind 
prices—is the cause of excessive profits, which in turn entail a 
dangerous credit inflation and eventually engender serious dis¬ 
turbance of existing relations culminating m a crisis This theory 
will be discussed in § 4 of this chapter 

§ 3 INSUFFICIENCY OF CONSUMERS* DEMAND VERSUS SHORTAGE 
OF CAPITAL AS THE CAUSE OF THE COLLAPSE OF THE BOOM 

So far we have encountered, and discussed, the 
Capital followmg answers to the question why the cumula- 
shortage versus tive process of expansion always comes to a more or 
insufficiency less abrupt end Disturbances from outside the 
of consumers’ economic system, insufficiency of the money supply, 
demand shortage of capital in the sense of a vertical malad] ust- 

ment of the structure of production, horizontal 
maladjustments, a general rise in “ cost ” and dechne of efficiency 

The hypothesis with which we have now to deal is the exact 
counterpart of the shortage-of-capital theorem It is important 
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to make the issue and the two answers quite clear The problem 
IS this Is the turn from prosperity to depression brought about 
by a shortage of capital or by an insufficiency of the demand for 
consumers’ goods ? Does the investment boom collapse because 
the supply of capital becomes too small to complete the new 
roundabout methods of production, or because consumers’ 
demand is insufficient to sustam the mcreased productive capacity ^ 
The argument of the under-consumptionists is this Durmg 
the upswing ot the cycle, society develops its productive apparatus 
But It takes some time before the production of consumers’ goods 
begins to increase In the meantime, their supply is deficient, 
prices rise, and there is therefore a constant stimulus in the direc¬ 
tion of further investment But as soon as the new roundabout 
methods of production are completed, the new mvestments are 
finished, consumers’ goods begin to be poured out, the markets 
for consumers’ goods are glutted and this reacts with increasing 
intensity on the higher stages of production 

According to the other view, exactly the opposite is true The 
trouble is due, not to a deficiency of consumers’ demand, but to 
the contrary tendency The demand for consumers’ goods tends 
to rise because the newly created purchasmg power, which has 
been placed at the disposal of entrepreneurs, becomes income in 
the hands of the owners of the factors of production and is spent on 
consumers’ goods before the supply of these goods can be suffi¬ 
ciently increased The demand for consumers’ goods is thus too 
large rather than too small There is not enough “ waiting ”, not 
enough “ lacking ” m the termmology of Professor Robertson, 
or, in ordinary words, not enough saving to complete the invest¬ 
ments imtiated The consequence is that the rate of interest tends 
to rise, and the banks are called upon to provide the necessary 
amounts of capital Sooner or later, however, the inflation must 
be stopped, the flow of new credit comes to an end, and the com¬ 
pletion of a great number of new investments becomes impossible 
They are consequently abandoned, and tins is the break which 
sets m motion the downward spiral of contraction 

Both theories contemplate what we have called a vertical malad¬ 
justment in the structure of production, but these vertical malad¬ 
justments are not of the same order As we shall see at once, the 
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“ top ” of the structure of production according to the one theory, 
the “ bottom ” according to the other, is over-developed in rela¬ 
tion to the flow of money In a sense, both theories can be 
described as over-investment theories In the one case, new 
investments are excessive in relation to the supply of savmg, in 
the other case, they are excessive m relation to the demand for 
the product That the distinction is important may be seen from 
the fact that the conclusions drawn as to the appropriate pohcy 
to follow in order to avert, mitigate or postpone the breakdown 
are diametrically opposed Accordmg to the one view, every 
measure that tends to mcrease consumers’ demand and to reduce 
savmg IS helpful According to the other view, exactly the 
opposite policy is called for (But such pohcy, it should be noted, 
holds only for the later phase of the boom As soon as the down¬ 
ward movement has got under way and the spiral of deflation has 
been started, the position changes completely and quite different 
considerations come mto play) 

We must try to make the distinction still clearer and to distin¬ 
guish these two cases from horizontal maladjustments and from 
a purely monetary insufficiency This is not always easy it is 
sometimes difficult to ascertain which case a writer has in mmd 

The best method of finding out the exact meanmg 
The structure and imphcations of the different theories is to ask 
of production what are the appropriate measures called for, and 
and the flow to what extent the crisis can be averted by the pubhc 
of money changing its habits of savmg and spendmg and the 
mode of spending (without considermg whether in 
practice this change can or cannot be brought about by State mter- 
vention) If an insufficiency of the supply of money, a credit 
contraction pure and simple, is the sole cause of the termination 
of prosperity, the situation can be remedied by purely monetary 
measures—viz, by an mcrease m the money or credit supply by 
means of a reduction of interest rates With a very few exceptions 
(among whom Mr Hawtrey is promment), most writers would 
agree that m most cases this is impossible ^ The down-turn and 

‘ See A Amonn “ Zur gegenwartigen Knsenlage und mflationistischen 
Kribenpolitik ” 111 Zettschnft fur Nationalokononiie, Vol V, 1934, page i 
and passim 
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the depression can be postponed, but not averted, by a cheap- 
money policy The reason is that the difficulties do not arise, or 
do not solely arise, from an insufficiency of the flow of money m 
general so much as from the fact that the structure of production— 
/ e , the allocation of the factors of production to different stages 
and branches of mdustry—does not correspond to the flow of 
money as determined by the distribution of individual money 
mcomes between saving and spendmg and the different branches 
of spending Such a discrepancy cannot be remedied by a simple 
expansion of credit The authorities may perhaps determine 
where the new money is to be spent at first They can, that is to 
say, choose the point of mjection of the new money into the 
economic system, but they cannot hope—at any rate without 
drastic reorgamsation of the whole economic system (/ e , without 
abandomng the existmg individualistic organisation of the system) 
—to control how the money is spent by the successive recipients 
But suppose It were feasible to change at will the people’s habit as 
to saving and spending, what changes would be best calculated to 
forestall serious trouble '> Obviously, if we rule out an msufficicncy 
m total demand, there must be such a distribution of the national 
mcome as will make the flow of money correspond to the flow 
of goods 

The capital-shortage theory rephes that all trouble could be 
avoided if people would consume less and save more, and thus 
supply the necessary funds for completing the uncompleted 
roundabout processes of production The reply of the pure 
under-consumptiomst is the contrary If people will expand 
consumption and save less, he says, the breakdown can be averted 
That IS very well, if the difficulty is due to the too early completion 
of the new roundabout processes of production The situation 
IS that people intend to save more, to wait longer This imphes 
that they are not yet prepared to take over an mcreased output 
of consumers’ goods Over-investment is not a correct descrip¬ 
tion of such a situation Under-investment would be a better 
description, since the crisis can be avoided, for the time being at 
least, by undcrtakmg longer roundabout processes of produc¬ 
tion—t e , more ambitious investment schemes which would 
postpone the appearance of consumable goods on the market 
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These two situations can be well described with 
Saving and the help of the terminological apparatus developed 
investment by some Swedish writers ^ These writers distm- 
ex-ante and guish in respect of saving, investment, income and 
ex-post similar concepts between an ex-ante and an ex-post 
sense in which these concepts can be used On the 
one hand, it is necessary, for the practical busmess man as well 
as for the theoretical economist, to find out ex-post what actually 
happened during a certain period There must be a system of book¬ 
keeping which “ answers the question what has happened during 
a past period It is an account ex-post ” (Ohlin, loc cit , 
page 58) 

“ This, however, explains nothing, for it does not describe the 
causal or functional relations As economic events depend on 
man’s actions, one has to investigate what determmes these actions 
They always refer to a more or less distant future Hence, one 
must study those expectations about the future which govern 
actions This analysis of the forward-looking type can be 

called ex-antey usmg Myrdal’s convenient expressions ” (Ohlin, 
loc cit , page 58-59) 

With the help of these concepts, we can now formulate as follows 
an equilibrium condition which is implicit in the two rival theories 
under discussion Ex-ante saving should be equal to ex-ante mvest- 
ment In other words, the investment plans of entrepreneurs should 
correspond to the intended savings of the public If the two do 
not coincide, some producers will be disappomted and the equi¬ 
librium will be disrupted 

The situation envisaged by the capital shortage theorists can 
now be described as an excess of ex-ante investment over ex-ante 
saving, which must lead to a disappomtment and losses of pro¬ 
ducers of capital goods (m the higher stages of production), as 
analysed in detail by Professor Hayek 

‘ Compare especially G Myrdal, “ Der Gleichgewichtsbegnfl als 
Instrument der geldtheoretischen Analyse ” in Beitrage zur Geldtheorie, 
edited by Hayek, 1933, and B Ohlin, “ Some Notes on the Stockholm 
Theory of Savings and Investment ” in Economic Journal, Vol 47, 
i 937 < pages 53 et seq and pages 221 et seq For further details of this 
approach, see Chapter 8 
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On the other hand, the situation which, according to the under¬ 
consumption theorists, typically arises at the end of the boom, can 
be described as an excess of ex-ante savmg over ex-ante mvestment, 
which must lead to disappointment and losses on the part of pro¬ 
ducers of consumers’ goods ^ 

Both kmds of maladjustment could be avoided by an appropriate 
change in the saving and spendmg plans of the pubhc 

If horizontal maladjustments are involved, a shift in the distri¬ 
bution of income between savmg and expenditure on consumers’ 
goods cannot remedy the situation Changes m consumption 
habits will then be necessary to restore equihbrium For example, 
if the motor-car industry is over-developed, people must be made 
to buy more motor-cars mstead of something else 

It IS clear that shortage of capital and msuffiaency of consumers’ 
demand are alternative explanations The pubhc cannot be 
reproached at the same time for saving too little and saving too 
much But, as Professor Robertson has pomted out,^ it is quite 
conceivable that, if in a given situation capital shortage was “ the 
actual spear-head of relapse ”, insufficiency of consumers’ demand 
in presence of an mcrease in output would have brought about the 
crisis somewhat later 

Vertical maladjustments of each type on the one 
Difficulty in hand and horizontal maladjustments and insufficiency 
distinguishing of total demand (msuffiaency of money supply) on 
vertical and the other are qmte compatible To a certam 
horizontal extent they probably always go together and are 
maladjust- frequently difficult to distinguish Since many 
ments writers do not carefully distmguish these cases, it is 
often difficult to know which they have in mind 
The reason for this ambiguity is perhaps to be found in the fact 
that, in all these cases, the proximate cause of the breakdown is 
an msuffiaency of demand as compared with the supply commg 
on the market This is true ahke in the case of a horizontal 

* Certain dilferences, fundamentallv of a termmoloa;ical kind, between 
the Swedish analysis and the analysis used by the writers dealt with in 
the text will be discussed more thoroughly ni Chapter 8 below 

* In ‘ Industrial Fluctuations and the Natural Rate of Interest,” 
Economic Journal December 1934 
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maladjustment or an insufficiency of demand for consumers’ 
goods, and in the case of a capital shortage, which finds its expres¬ 
sion m an insufficiency of demand for producers’ goods and 
“ machmes ” in particular, since possible purchasers cannot get hold 
of enough “ capital” to purchase them (Spiethoff) Furthermore, 
as Professor Lederer^ has remarked, the fact that the breakdown 
begins in the producers’ goods industries need not mean that capital 
shortage is the real cause of the trouble It is conceivable that 
the consumption industries may quickly become aware of the 
hmitations of their further expansion in view of the insufficiency 
of consumers’ demand If that is the case, they will restrict 
their orders, and by so doing may precipitate a crisis in the higher 
stages of production without having themselves got mto trouble 
This can only be made clear by putting and answering the 
question with which we started How should the flow of money 
between saving and spendmg and between the various branches of 
spending be modified in order to restore equihbrium ? 

Professor Ledlrer explams the breakdown of the 
Lederer's boom chiefly by insufficiency of consumers’ demand 
fhorj (How he explains the genesis of this msufficiency 
will be seen in the next section ) He says that equi¬ 
librium could be easily restored if wages were mcreased and profits 
lowered * —that is to say, the rate of savmg (he says, of “ accumu¬ 
lation ”) must be reduced and the rate of consumption increased 
This IS brought about eventually durmg the crisis and depression ® 
But he makes an important quahfication He says that, so far 
as “ the crisis originates from a disproportion m the sphere of 
production ” (in contradistmction to a disproportion in mcomes). 
It cannot be cured by a rise m wages He seems to be thinkmg 
of what we call horizontal maladjustments m the structure of 

• “ Konjunktur und Knsen ’ in Grundriss der Soztalokonomre, 
IV Abteilung I Teil, Tubingen, 1925, page 394 

• Op ctt, page 40 j 

• Op ctt, page 394 He seems to overlook the alternative possibility 
of the breakdown being caused by capital shortage—that is, bv under¬ 
saving and over-consumption Speaking about Spiethofi’s theory, he 
says "An over-production in the earlier stages of production, in the 
coal-mmes, iron-and-steel works, etc, obviously means only that the 
demand for finished goods cannot rise to that extent which would corre¬ 
spond to the actual production of producers’ goods ’’ (page 386) 
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theory 


production, and (later on) of the deflation during the depression 
If the value of money which was lowered during the boom is 
gradually restored during the depression, wages must fall But 
he insists that wages should fall less than prices If they fall more 
rapidly than prices, the crisis is intensified 

Professor Hans Neisser has worked out a theory 
which could be described as a “ monetary under¬ 
consumption theory ” ^ He explains the break¬ 
down of the boom by under-consumption in the 
sense defined above and analyses carefully how 
the difficulties in the consumers’ goods industries are likely 
to entail deflation and so spread the trouble to all parts of the 
system He is not exclusively an under-consumption theorist, 
he pomts out that other reasons for the collapse of the boom, such 
as under-savmg (the opposite of under-consumption), are not at 
all inconceivable and have actually brought a number of cycles to 
an end He beheves, however, that the situation is especially 
serious if the trouble first arises in the consumption industries, 
for this constitutes, so to speak, an “ endogenous ” cause of defla¬ 
tion When consumption mdustries suffer losses, investment 
will at once be curtailed and recession will spread immediately 
to the upper stages of production while, according to him, a diffi¬ 
culty which arises in the capital goods industries is in itself no 
sufficient reason for a declme of production in consumers’ goods 
mdustries 


An influential sponsor of the view that the 
Importance of breakdown of the boom is brought about, not by a 
construction shortage of capital, but by insufficiency of demand 
period in the in face of a rapid mcrease in the output of 
upswing consumers’ goods is Professor Albert Aftalion * 
Professor Aftalion builds his theory largely on 
the acceleration prmciple Moderate increases or reductions m 


‘ “ General Over-production A Study of Say’s Law of Markets ” in 
Journal of Political Economy, Vol 42, 1934. pages 433-465 Cf also his 
book Some International A spects of the Business Cycle, Philadelphia, 1936 
• Les crises periodiques de surproduchon, Pans, 1913 See also his 
article “ The Theory of Economic Cycles based on the Capitalistic 
Technique of Production ” in the Review of Economic Statistics, October 
1927, pages 165 et seq Only part of Aftalion's theory will be examined 
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the production of consumers* goods give rise to relatively large 
fluctuations in the production of capital equipment. The boom 
is stimulated by a deficiency of consumers’ goods, and this leads 
to an increase in the production of capital goods. But the modem 
capitalistic process of production is time-consummg The con¬ 
struction of capital goods which must precede the production of 
consumers’ goods takes months or even years Therefore, the 
output of consumers’ goods does not rise at once, or at any rate 
does not at once rise sufficiently Prices of consumers’ goods 
remam high, the profit margm persists, and there is a constant 
stimulus to produce capital equipment This phase of capitalistic 
production, m which capital goods are being created, is the period 
of prosperity It is the capitalistic technique of production, the 
fact that a long time must elapse before the output of consumers’ 
goods can be mcreased, which prolongs the prosperity period, 
over-stimulates the construction of capital goods, and leads finally 
to a disruption of economic equilibrium 

The breakdown comes when the roundabout processes of pro¬ 
duction which have been started during the upswing are completed 
and consumers’ goods begm to pour out It is of course true 
that the duration of the processes of production is not uniform 
for all types of goods Therefore, the processes of production 
which have been initiated will not all be completed at the same 
time The prosperity does not terminate when a smgle process 
IS finished, it ends only when a great quantity of capital in the 
majority of mdustries is set to work turning out consumers’ goods 
Professor Aftalion compares the time required for the manu¬ 
facture of means of production to the time which elapses between 
the moment of rekmdling a fire and the moment at which it begms 
to give off heat “ If one rekindles the fire in the hearth m order 
to warm up a room, one has to wait a while before one has the 
desired temperature As the cold continues, and the thermometer 

here On the whole, his theory cannot be classified as an under-consump¬ 
tion theory but his explanation of the crisis as reviewed in the text is 
the same as that of the under-consumptionists His explanation of the 
cycle as a whole suffers from the inadequacy of the analysis of the monetary 
factor Compare the criticism by D H Robertson in Economic Journal, 
Vol 24, 1914, page 81, and A H Hansen’s review in Business Cycle 
Theory, pages 104-111 
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continues to record it, one might be led, if one had not the lessons 
of experience, to throw more coal on the fire One would 
continue to throw coal, even though the quantity already in the 
grate is such as will give off an intolerable heat, when once it is 
all alight To allow oneself to be guided by the present sense of 
cold and the indications of the thermometer to that effect is fatally 
to overheat the room ” ^ 

The idea that the length of the prosperity phase of the cycle 
depends on the duration of the new productive processes 
(which IS, in the mam, the period of construction of new capital 
equipment) has been widely re-echoed Professors PiGOU and 
Robertson attribute to what they call the gestation period of 
capital goods,* which is substantially equivalent to the period of 
construction, an important role in determining the length of the 
upswing It IS also part of Professor Schumpeter’s theory that 
the boom is termmated when the new productive processes are 
completed and an additional flow of finished goods appears m the 
market 

The view of these writers is that the upswing is usually concen¬ 
trated in one or two leading industries—railway construction in 
the third quarter of the nineteenth century and, later, electrical 
machmery and automobiles 

It must be admitted that the exact classification of these theories 
IS not easy It is not always apparent whether all these writers 
are thinking of over-saving in the strict sense m which we have 
defined it above, when they say that the consumers’ demand is 
msuflfiaent to absorb the swollen stream of goods flowing into the 
market It is not always quite clear whether they are not thinkmg 
also of horizontal maladjustments or some other maladjustments 
which may have no place in this conspectus of the position The 
“ gestation period ” of durable goods may also be mterpreted 
as mearung that the capital supply {t e, the flow of saving) is 

* Substantially the same theory is advanced by F W Taussig, Prin¬ 
ciples of Economics, 3rd ed , Vol I, pages 391 and 392 This idea has been 
frequently used for the explanation of cycles in particular industries— i e 
the “ hog cycle ”, “ shipbuilding cycle ”, etc 

* Ihis is also stressed by F Lavington The Trade Cycle, an Account 
of the Causes producing Rhythmical Changes in the Activity of Business, 
London, 1922, page 72 
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insufficient to absorb the new capital goods as they are completed 
The obscurity will remam m the absence of answers to the initial 
question as to what changes in the flow of money from saving to 
spending, from spendmg to savmg, or from one branch of spen din g 
to another, are capable of restormg equilibrium or forestalling 
disturbance.^ 

Unfortunately, exphcit answers to this question are few and far 
between But, smce we are interested rather in possible theories 
(that IS, m hypothetical explanations) than m theorists and their 
doctrines, we may leave the matter there 

§ 4 THE FAILURE OF WAGES TO RISE SUFFICIENTLY AS THE CAUSE 
OF THE EXCESSES OF THE BOOM 

In Its bare outhne, the argument is this The 
Tag in prosperity phase of the cycle is characterised by a 
wage-nse great increase m the production of capital goods 
stimulates The breakdown is caused by “ over-investment ” 
investment (As will be seen later, it is not always clear exactly 
what the authors whose theories are discussed in 
this section mean by over-investment) The necessary stimulus 
and the necessary funds for these investments are derived, m part 
at any rate, from the excessive profits of entrepreneurs This 
profit-mflation can and must arise because wages and certain other 
incomes fail to advance m harmony with rismg prices or falling 
costs due to rapid technical progress 

This theory has been used to explam the busmess cycle m general 
by E Lederer2 and E Preiser ® In recent writings, it has 
frequently been advanced as an explanation ad hoc of the last 
American boom * 

It IS obviously closely connected with the monetary over¬ 
investment theory. A certam lag of wages or other mcome 

‘ Cases are of course conceivable in which no such change would be 
sufficient to restore equilibrium 

» Lederer, op at, pages 393 and 394 

• Preiser Grundzuge der Konjunkturtheone, 1933 

* Cf A T) Gayer Monetary Policy and Economic Stabilisation, pages 
113-131, 1935, and A B Adams Our Economic Revolution, pages 1-15, 

1934 
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(especially, of the relatively inflexible incomes such as those of 
State offiaals, pensioners, rentiers, the holders of fixed-mcome- 
bearmg securities, and the hke) is a normal and important corollary 
of forced saving—that is, of the formation of capital by means 
of an inflationary expansion of credit If wages and all other 
mcomes were to rise automatically with, and to the same extent 
as, prices with each mjection of new money, there would be httle 
scope for forced saving 

As we have seen, the monetary over-mvestment theory runs 
mainly in terms of the rate of interest Accordmg to it, the 
expansion is brought about by the fact that the rate of interest 
IS too low, either because the money rate of interest has been 
lowered or because the natural rate has risen It is obviously 
compatible with this view that the movement of wages and other 
incomes should also have a determining mfluence If wages, etc, 
fail to rise, profits swell, and this provides a strong stimulus for 
further expansion of credit and mvestment In the terminology 
of the over-mvestment school, the profit rate rises, hence the 
demand for credit goes up and credit inflation ensues Thus the 
lag of wages and other mcome is an important factor in the 
reinforcement of the cumulative expansion process It follows 
that the boom could be stopped by a sufficient rise of wage rates 
as well as of mterest rates 

So far, this type of under-consumption theory^ and the monetary 
over-mvestment theorv are m no way contradictory, but are rather 
complementary to each other There seems also to be agreement 
that credit expansion is a necessary feature of the picture 


' It may, of course, be argued that this type of theory is not properly 
an "under-consumption " theory, since it stresses the costaspectof wages, 
etc , rather than the fact that they constitute demand for consumers’ 
goods There is also a certain contradiction, at least on the surface, in 
that the same writers who see in a lag of wages a stimulating factor for 
the boom are nearly all of the opinion that a fall in wages intensifies 
depression That is to say, they advocate a rise m wages m order to 
check the boom and to combat the depression It would, however, 
seem piossible to reconcile these two propositions by special eissumptions 
about the monetary situation During the depression, a fall in wages 
may conceivably lead to the liquidation of bank credit, while a failure 
of nominal wages to rise durmg the upswmg does not have the same 
deflationary or anti-mflationary effect 
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The difference between the two groups arises over 
Wage-lag as the question, why exactly does the boom eventually 
viewed by collapse ^ What is the nature of the disequilibrium, 
over-investmentznd which factor does the mischief? 
theorists and According to the over-mvestment theory, the 
by under- credit expansion is the villain of the piece Excessive 
consump- profits due to the lag in wages and other mflexible 
tiomsts incomes are harmful only in so far as they are 
responsible for mflationary credits, which in turn 
lead to over-investment in the sense defined above 

To the under-consumptionist group, the danger 
Excessive m the excessive profits is not that they induce a 
profits credit inflation, but that they are the source of 
. as source excessive saving It is a widely held belief, accepted 
of saving by sociahsts and liberals, under-consumptionists 
and over-investment theorists ^ alike, that the bulk 
of a nation’s savmgs comes from the higher income strata The 
profit-recipients and not the wage-earners provide the funds 
for mvestment Therefore, when profits rise relatively to wages 
and other mcomes, the flow of savings grows Thus far the 
monetary over-investment theorist is in agreement In fact, he 
welcomes the idea as a useful addition to his picture of the boom 
The expansion of capital-goods industries relatively to consumption 
trades is financed, not only by mflationary credits (flowmg from 
various sources) and ordmary voluntary savmgs, but also by new 
additions to voluntary savmgs out of the big profits reahsed durmg 
the boom * These profits are supposed to be very substantial, 
and the sums set aside for mvestment purposes are excessive Too 
much IS mvested, and this leads eventually to the collapse of the 


* The one group draws the conclusion that an unequal distribution of 
income is a good thing, the other that it is a bad thing 

* This IS also Mr Hawtrey’s view He does not believe that these 
voluntary savings are supplemented to any considerable extent by 
inflationary bank credit placed at the disposal of producers Accordmg 
to him, additional bank credit enters the economic system rather by way 
of the dealer—that is, near the consumers’ end of the structure of pro¬ 
duction—than by direct stimulation of investment in fixed capital and 
in the higher stages of production as the monetary over-investment 
theory would have it 
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boom The breakdown could be avoided, if the profit-recipients 
would choose to expand their consumption mstead of mvesting 
The process as pictured by the under-consumptiomsts can also 
be described as over-investment But a closer analysis shows 
that, by over-investment, they mean the contrary of what the 
monetary over-investment theorists mean by over-investment 
For the writers with whom this section is concerned, investments 
are excessive in respect to consumers’ demand and not m respect 
to capital supply Over-mvestment is equivalent to insufficiency 
of consumers’ demand and not to insufficiency of the flow of 
savings “ The failure of the income of the final consumer m the 
end checked the process ” of expansion in America m 1929 ^ 
“ Relatively to the means of the ultimate consumer, the vast 
expansion of capacity in durable-goods industries and the huge 
volume of domestic and factory buildings erected were altogether 
excessive “This lopsided growth in the division or distribu¬ 
tion of the national money mcome brought about a rapid develop¬ 
ment of industry, ending in our present condition, which is marked 
by excessive productive power and a defiaency of consumers’ 
money income ”® This seems to be also the idea of Mr Preiser * 
Thus, this version of the under-consumption theory turns out 
to be the same as that discussed in the previous section But the 
conclusion was not inevitable from the first If we start with 
the proposition that a lag of wages and other income during the 
upswing intensifies the boom, it is quite possible to pursue the 
argument along the hnes of the monetary over-investment theory 
and to hold that the collapse is brought about by an insufficiency 
of capital supply (; < , of the flow of savings) 

It would seem logical to conclude that an increase in the flow of 
mvestible funds which is due to a rise in profits (that is, to a rise 
and redistribution of mcome) has exactly the same mfluence and 

* Gayer, op cit, page 127 
“ Ibid , page 128 

’ Adams, op ext , page y 

* Op ext "Thecontinuationof the production process finds its barrier, 
in every case, m the ultimate consumption” (page 106) "The recession 
comes, because the accumulation was excessive” (page no) It is true, 
however, that there are other passages where he seems to be thinkmg 
of "horizontal disproportionalities"— e g, on pages 84 and 85 
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consequences as an increase due to a rise in the rate of voluntary 
savings (without any change in the si2e and distribution of income) 
Hence, those writers who lay the blame on high profits should also 
take objection to any rise in the rate of savings 

This conclusion is, however, eiqiressly rejected 
“ Auto- by Mr Preisfr He has the idea that a rise of 

nomous ” mvestible funds due to higher profits (he calls 
and “ hetero- this “ heteronomous ” savmg) is a quite different 
nomous ” phenomenon from an increase due to a rise in the 
saving rate of saving from an unchanged mcome (“ auto¬ 
nomous ” saving) While the first must lead to 
a collapse, he sees no reason why the second should not go on 
indefimtely The difference is not only of degree, but also of kind 
It arises from the alleged fact that the appearance of profits makes 
the misdirection of capital mevitable In the case of autonomous 
savmg. It IS the rate of interest which guides the entrepreneur m 
his investment policy The savmgs are directed over the capital 
market, which guarantees a rational distribution. When profits 
appear everywhere, the mvestor has to grope m the dark He 
has lost connection, so to speak, with the demand of the ultimate 
consumer, for “ heteronomous ” savings do not flow through the 
capital market (pages 80 and 84) The passages quoted in an earlier 
footnote show that the author does not make it clear what he 
means by misdirection of capital, is there too much all round m 
relation to aggregate consumers’ demand, or too much in parti¬ 
cular branches at the expense of others ^ 
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CHAPTER 6 

“ PSYCHOLOGICAL THEORIES ” 


§ I INTRODUCTION 

It IS in a way misleading to speak of “ psycholo- 
Psychologual gical "explanations of the trade cycle or of particular 
and economic phases of it Every economic fact has a psycholo- 
factors gical aspect The subject-matter of economic science 
is human behaviour—chiefly conscious and deliber¬ 
ate behaviour—which can hardly be separated from its psychological 
basis The psychology of human behaviour is therefore a consti¬ 
tuent part of the subject-matter of economics When we assume 
that an entrepreneur will mcrease his output if demand rises or 
cost is reduced, or that workmen will respond to changes m money 
wages but not so readily to changes m real wages, or that consumers 
will buy more of a given commodity if the price falls and less if 
they think it will fall further, or that people will hoard money if 
the value of money rises—all these assumptions are assumptions 
about human behaviour which presuppose a certain state of mind 
on the part of the human agents Propositions about such actions 
may be considered as belonging to the sphere of apphed psychology 
but they also figure continually, whether impliat or expressed, in 
the economic theories of the cycle What, then, distmguishes 
a “ psychological ” theory from an “ economic ” one ^ 

There is really no fundamental difference between the “ econo¬ 
mic " theories already reviewed m these pages and the so-called 
“ psychological ” theories Both make assumptions as to economic 
behaviour m certam situations The real difference is sometimes 
this. The “ psychological ” theories mtroduce certain assump¬ 
tions about typical reactions, mainly on the part of the entrepreneur 
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and the saver, in certain situations, and these reactions are conven¬ 
tionally called psychological, because of their (in a sense) indeter¬ 
minate character But the distinction between the writers who give 
prommence to these “ psychological ” factors and the writers so 
far reviewed is, taken as a whole, a distmction of emphasis rather 
than of kind The “ psychological ” factors are put forward as 
supplemental to the monetary and other economic factors and not 
as alternative elements of causation, while on the other hand, though 
they may be assigned a less promment place in the cham of causa¬ 
tion, they are in no sense overlooked by the majority of writers 
of the other group 

§ 2 ANALYSIS OF THE PSYCHOLOGICAL FACTOR 
IN THE EXPLANATION OF THE BUSINESS CYCLE 

The writers who have laid the greatest stress on 
Stress on “ psychological ” reactions m the explanation of 
e>:pectations the various phases of the cycle are Keynes, ^ 
Lavington,* Pigou* and Taussig'* 

Of the writers whose theories have been analysed earlier in this 
report, Mitchell, Robertson, Ropke, Spiethoff all attach a 
certam importance in their system to “ psychological ” elements 
It remains to define more precisely the actions and reactions 
m connection with which the operation of “ psychological ” 
factors IS postulated by these writers in their explanation of the 
cycle “ Psychological ” factors come into consideration in 
economic theory in connection with anticipations and expectations 
Static theory and those business-cycle theories which are m the 
main based on the static hypothesis—of which the most typical 
exponent is perhaps Professor Hayek —picture the entrepreneur’s 
decisions as to the vqlume, and alterations m the volume, of 
output and employment as bemg determined by a comparison of 
prices and costs—that is to say, the price of his product or products 

‘ General Theory of Employment, Interest and Money, London, I93(>, 
Chapter 22 (“ Notes on the Irade C>cle ”) 

^ The Trade Cycle an Account of the Causes producing Rhythmical 
Changes in the Activity of Business, London, 1922 

• Industrial Fluctuations, 2nd ed , London, 1929 

* Principles of Economics, 3rd ed , Vol I, page 393 
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and the price of the means of production “ Price ” and “ cost ” 
are economic terms but what the economist is concerned with— 
in all but a few unimportant hmiting cases—is expected future 
prices and cost The prices, costs, profit margins, etc, by which 
the producer is guided m his deasion, should be conceived of, 
in short, not simply as given factors, but as factors expected to rule 
in the future * This is so even in the simplest case—the case which 
seems to underhe a large part of static theory—^where the producer 
is guided m his decisions solely by current prices Prtma facte, it 
might seem that in this case no element of expectation is present 
But this IS not so the expectation in this case is the hope or behef 
that current prices* will continue to dominate the future 


‘ In recent years, it has become fashionable to lay stress on the 
element of expectation Keynes’ General Theory of Employment, Interest 
and Money is conceu ed in terms of expectation , and, at an earlier date, 
the concept of economic expectation was interpreted and developed 
by the Swedish school (especially E Lindahl, G Myrdal and B Ohlin 
see Myrdal’s report on this Swedish literature in his artic'c “ Der 
Gleichgewichtsbegriff als Instrument der geldtheoretischen Analyse ” m 
Bettrage znr Geldtheone, edited bv Hayek, Vienna, 1933 see also a number 
of articles by J R Hicks, viz , “ Gleichgewicht und Konjunktur” in Zext- 
schrift fur Nattonalokonomte, Vol IV, No 4, 1933, 441 et seq , "A 

Suggestion for simplifying the Theory of Money ” in Economica, February 
1935, page I, and “Mr Keynes’ ‘General Theory of Employment, Interest 
and Money”’ m Economic Journal, Vol XLVI, June 1936) It should 
not, however, be forgotten that even the theories of authors who do not 
usually refer explicitly to expectations and anticipations can, and should, 
be interpreted in terms of expectation, as the authors in question are 
themselves often well aware (cf, for example, Hayek’s article “ Preiser- 
wartungen, monetdre Storungen und Fehlmvestitionen ” in Naiionaleko- 
nomisk Tidsskrift, Vol 73, pages 176-191—French translation " Provision 
de prix, perturbations mon^taires et faux investissements ’’ in Revue des 
Sciences iconomiques, 1935) Professor Morgenstem has a trenchant 
analysis of the problem of expectations and anticipations in his Wirt- 
schaftsprognose, eine Unter’iuchung ihrer Voraussetzungen und Moglich- 
keiten, Vienna, 1928, and his article “ Vollkommene Voraussicht und 
wirtschaftliches Gleichgewicht’’ in Zeitschrifl fUr Nationalokonomie, 
Vol VI, Vienna, 1935, pages 337-358 
• The reference in this case is to prices but what is true of prices is 
equally true of other factors m economic decisions In perfectly com¬ 
petitive circumstances, price is the only factor which the producer has to 
forecast In monopolistic circumstances, it is rather the “demand" 
than the “price" with which he is concerned, since the price is not in 
such case independent of the action of the producer 
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With the introduction of the element of expecta- 
Expectations tion, uncertainty enters the field Future events 
are uncertain cannot be forecast with absolute precision, and the 
farther they are distant m the future, the greater 
the uncertainty, and the greater the possibility of unforeseen and 
unforeseeable disturbances Every economic deasion is part of 
an economic plan which extends mto the more or less distant 
future In prmciple, there is therefore always an element of uncer- 
tamty in every activity There are, however, certam cases where 
the element of uncertainty is especially great and conspicuous, 
such as the case of mvestment of resources in long processes and 
durable plant and the provision of funds for these purposes The 
longer the processes in which capital is to be sunk, and the more 
durable the instruments and equipment to be constructed, the 
greater the element of uncertainty and risk of loss 

Naturally, economic actions and reactions in such cases are less 
rigidly deterrmncd by observable facts than in other cases It is 
therefore mamly here that the “ psychological ” theories make 
their essential contribution Optimism and pessimism are mtro- 
duced as additional determmants An attitude of optimism is an 
attribute of the prosperity phase of the cycle, and an attitude of 
pessimism an attribute of the depression, and the turning-pomts 
are marked by a change from optimism to pessimism and vice versa 
What do these new elements add to the picture 
Optimism of the expansion and contraction process which has 
and emerged from the analysis of the ” non-psycholo- 
pessimism gical ” theories reviewed so far ^ If the psy¬ 
chological argument that durmg the upswing 
people take a more optimistic, and during the downswing a more 
pessimistic, view meant no more than that people invest more 
freely durmg the upswing and are reluctant to mvest during the 
downswing, it would add nothing at all to the picture of the 
upswing and downswing as drawn by the monetary over-mvest- 
ment theory But the psychological theories mean, of course, 
more than that. Optimism and pessimism are regarded as causal 
factors which tend to mduce or mtensify the rise and fall of mvest¬ 
ment which are characteristic of the upswing and downswmg 
respectively But are optimism and pessimism really separate 
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factors definitely distinguishable from those analysed in the 
non-psychoJogical theories of the cycle ^ The factors and forces 
making for cumulative expansion may be defined, broadly speaking 
—as they are defined in these theories—as low interest rates and/or 
the appearance of new investment opportumties as a result of 
inventions, changes in demand, etc , which are themselves the 
consequences of growth of population, the need for replacement 
of outworn equipment and so on An mcrease m investment, 
however brought about, leads to an inflow of new money mto 
the circulation and so to a rise in the money demand for goods in 
general which m turn stimulates mvestment the process is cumu¬ 
lative An indispensable condition is of course an elastic money 
supply What now is changed, if to this list of factors optimism 
and pessimism are added as mtensifying elements ^ If all that is 
meant is that a fall in the rate of interest, or the appearance of an 
mvention requiring for its application a heavy investment of 
capital, or a rise m demand makes people anticipate better returns 
from particular investments, there is no new element in the 
mechanism as pictured by, say, the monetary over-mvestment 
theory, smce to the latter too profits can only mean expected 
profits 

But the introduction of optimism and pessimism 
Entrepre- as additional factors signifies more than this It 
neurs’ imphes that the connection between a fall in the 
reactions are interest rate and a change m the other objective 
indeterminate factors, on the one hand, and the decision of the 
entrepreneur to invest more, on the other hand, 
IS not so rigid as the “ economic ” theories sometimes maintain 
If m a given situation the rate of interest falls, or demand mcreases, 
or there is a change in the technological situation (exploitation 
of an mvention or mttoduction of an innovation), it is not pos¬ 
sible on the basis of these data alone to predict the strength of the 
entrepreneurs’ reactions or the extent to which they will mcrease 
mvestment It is true, such phrases as “ the degree of optimism ” 
or “ a change m optimism ” are ommbus formulae which conve- 
mently cover a number of other factors such as the general pohtical 
situation and other elements hkcly to mfluence the outcome, 
though to an unknown extent It should be clearly recogmsed 
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that, while it is true that developments ate not determmed wholly 
by the objective factors with which the non-psychological theories 
are concerned, the introduction of the determmants “ optimism ” 
and “ pessimism ” makes no positive contribution to the explana¬ 
tion of the cycle so long as the optimism and pessimism remain 
purely psychological phenomena —i e , states of mmd of the entre¬ 
preneurs (or other members of the economic commumty with 
whose behaviour the theory is concerned) We cannot observe 
states of mind, but it is possible to make certam observations from 
which states of mind or changes of mmd can be mferred It is 
at this pomt that the “ psychological ” theories have a positive 
contribution to make 

What observable factors are there (other than 
“ htaitonaT' those which have already been taken into account 
influences by the “ non-psychological ” theories) that go to 
stressed by make people optimistic or pessimistic—; e , that 
“ psycholo- stimulate or discourage investment ^ There is in 
gtcal ” the first place the fact that, in a period when demand 

theorists and production are rising in many branches of 

industry, producers m branches which have not 
yet felt an mcrease m demand are inchned to expect one The 
connection between the objective factors (interest rate, etc ) with 
which the non-psychological theories are concerned and the 
volume of investment is, as it were, loosened The response of 
total investment to changes in the objective factors becomes 
Stronger than “ rational ” economic considerations would suggest 
Professor Pigou, m this connection, speaks of “ errors of 
optimism ” Lavington likens busmess-men who infect each 
other with confidence and optimism to skaters on a pond 
“ Indeed, the confidence of each skater m his own safety is likely 
to be reinforced rather than dimmished by the presence of numbers 
of his fellows The rational judgment that the greater 

their numbers the greater will be the risk is likely to be submerged 
by the mere contagion of confidence which persuades him that 
the greater the numbers the more safely he himself may venture 


* Op cxl, pages 32 and 33 
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Another point to which the psychological theories direct atten¬ 
tion IS the fact that, when demand and prices have continued for 
a while to rise, people get into a habit of expectmg more and more 
confidently a further rise of equal or approximatelv equal extent— 
that IS to say, they project current experience too confidently into 
the future All this leads them to an excessive valuation of capital 
assets As Mr Keynes says “ It is an essential characteristic of 
the boom that mvestments which will m fact yield, say, 2% m 
conditions of full employment are made in the expectation of a 
yield of, say, 6%, and are valued accordingly 

The theorists who stress the psychological factor. 
Errors oj especially Professor Pigou and Mr Keynes, pomt 
optimism out, furthermore, that the discovery of errors of op- 
create errors timism gives birth to the opposite error of pessim- 
of pessimism ism Professor Pigou speaks of “ the mutual 
generation of errors of optimism and pessimism ” * 
The above passage from Mr Keynes continues “ When disillu¬ 
sion comes, this (optimistic) expectation is replaced by a contrary 
‘ error of pessimism ’, with the result that the investments which 
would in fact yield 2 % in conditions of full employment are expected 
to yield less than nothing, and the resulting collapse of new invest¬ 
ment then leads to a state of unemployment in v/hich the invest¬ 
ment, which would have yielded 2% in conditions of full 
employment, in fact yields less than nothing 

Professor Pigou pomts out that “ the extent of the revulsion 
towards pessimistic error, which follows when optimistic error 
IS disclosed, depends, m part, upon the magnitude of the preceding 
optimistic error But it is also affected by what one may 
call the detonation which accompames the discovery of a given 
amount of optimistic error The detonation is greater or less 
accordmg to the number and scale of the legal bankruptcies into 
which the detected error explodes If the enterprises which 
are making losses have been financed by the entrepreneurs with 


Op at, page 321. 

Tnduslnal Fluctuations, Chapter \ II 
Op at, page 322 
Op at , page 94 
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their own money, the repercussions are less serious than in the 
case where they have been financed by borrowing, espeaally by 
borrowing from the banks 

§ 3 SUMMARY 

We can now sum up our analysis of the contri- 
Compatibility bution of the psychological explanation of the 
With other cycle and its relation to the non-psychologlcal 
theories explanations 

The “ psychological ” theorists are writers who 
lay more stress on—or attribute more independent mfluence 
to—the “ psychological ”, as opposed to the “ non-psychological ”, 
factors than other theorists The argument that optimism or 
pessimism is a contributory factor in the process of expansion or 
contraction simmers down to the proposition that, for a number 
of reasons, the reaction of investment to a change in the deter¬ 
minant objective economic factors (mterest rate, flow of money, 
etc) IS hkely to be stronger than the analysis of the purely 
“ economic ” theories would at first sight suggest 
Mr I-lAWTRrY, in his review of Pigou’s Industrial Fluctua¬ 
tions,^ endeavours to make the point that optimism and pessimism 
are wholly dependent on the pohcy of the banks People are 
optimistic, he says, so long as credit expands and consequently 
demand rises they become pessimistic when credit is contracted 
and demand flags On the whole, tins is probably correct But 
the fact remams that the reaction of activity (/ e , mamly, of mvest- 
ment activity) to given changes in mterest rates and m the demand 
for consumers’ goods, etc, may be different under different 
circumstances The “ psychological ” explanations seek to analyse 
certain of the more elusive circumstances on which the strength 
of the reaction depends In terms of the demand-and-supply 
schematism of mvestible funds, we may say that the reference to 
the psychological factor or factors is to be represented by an 
accentuation of the shift of the demand curve to the left durmg 
the depression and to the right durmg the upswmg of the cycle 


Trade and Credit, page 168 



150 Analysts of Theories I 

There is one other important pomt The psychological theories 
as such are not concerned with specific assumptions as to the 
nature of the maladjustment which brmgs about the collapse of 
the boom The result of the optimistic error with which the 
psychological theories are concerned may be shortage of capital, 
msufficiency of consumers’ demand or horizontal misdirection 
of capital the “ psychological ” theory is compatible with any 
or all of these hypotheses ^ 


* In the passage quoted, Mr Keynes seems to suggest that no actual 
losses are needed to make a boom collapse — \ e , that no maladjustment 
in the structure of production need occur (where by maladjustment is 
meant an arrangement of the productive structure which implies losses 
at least for some firms) A fall in profits, he seems to argue, may be 
sufiicient to make the boom collapse, if, for example, it creates expecta¬ 
tions of a further fall m profits to zero or less than zero This interpreta¬ 
tion of Mr Keynes’ theory presents, however, great difficulties, inasmuch 
as, in his freoitse on Money, he defines an entrepreneur making losses 
as one whose remuneration has fallen to such a level as to induce him to 
restrict output The difficulty is perhaps purely verbal, due to a change 
in his definition of loss and profit In any case, the idea is not sufficiently 
developed to admit of fruitful discussion. 
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CHAPTER 7 

HARVEST THEORIES 

AGRICULTURE AND THE BUSINESS CYCLE 


§ I INTRODUCTION 

The relation between changes in the agricultural 
Theories of situation and industrial fluctuations is much more 
periodic har- compheated than many people think There exist 
vest variation a good many theories on the subject, which are 
not easy to reconcile though all are either based on, 
or backed by, statistical research One group of theories, which 
includes the writings of W S Jevons,^ H S Jevons,* and 
H L Moore,® seeks to account for the periodiaty of business 
cycles by estabhshing the existence of a similar periodiaty 
in agricultural output The chain of causation runs from cosmic 
influences to weather conditions, from weather conditions to 
harvests, and from harvests to general business 

The authors of these theories are generally wilhng to admit 
that the effects of weather-mduced harvest variations may be 


' The Solar Period and the Price of Corn, 1875 , The Periodicity of 
Commercial Crises and its Physical Explanation, 1878 , and Commercial 
Crises and Sun-spots, 1879—all reprinted in Investigations in Currency 
and Finance, 2nd edition, London, 1909 

* The Causes of Unemployment, The Sun's Heat and Trade Activity, 
London, 1910 , and “ Trade Fluctuations and Solar Activity ” m 
Contemporary Review, August 1909 

• Economic Cycles their Law and Cause, New York, 1914, and Generat¬ 
ing Economic Cycles, New York, 1923 
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partially or totally offset by the effects of other causes, whether 
causes outside the economic system (wars, revolutions, inventions, 
currency depreciations and so forth) or causes inherent in the 
economic system On the other hand, these factors may also 
operate to reinforce the harvest variations W S Jevons 
suggested on one occasion^ that “ if, then, the Enghsh money 
market is naturally fitted to swing or roll in periods of ten or eleven 
years, comparatively slight variations in the goodness of harvest 
repeated at hke mtervals would suffice to produce those alterna¬ 
tions of depression, activity, excitement, and collapse which 
undoubtedly occur m marked succession ” 

Professor H S Jevons believes that the industrial system and 
the emotional outlook of the business community take longer to 
revolve than the period of a complete harvest cycle, and that the 
impulses hberated in two or more harvest cycles accumulate 
accordingly until a major business cycle is generated 

One consideration which tells against those theories is the 
absence of agreement as to the exact period of crop variations 
W. S Jevons based his argument on a crop-cycle of ten and a-half 
years. Professor H S Jevons on a period of three and a-half years, 
and Professor H L Moore on an eight-year period It is, 
however, conceivable that the same agricultural seues may contam 
fluctuations, or tendencies to fluctuate at intervals of different 
lengths (i e , shorter cycles superimposed on longer ones) as also, 
for that matter, that general busmess should exhilnt a similar 
tendency Moreover, different branches of agricultural output 
show fluctuations of different periods The crop-fluctuations 
which had the greatest effect on general business in the eighteenth 
and early mneteenth centuries may not be same as those which 
have had the greatest effect in succeeding epochs The attempt 
to find an explanation of the changmg periods of business cycles 
on Imes consistent with their agricultural origin is not therefore 
hopeless 


‘ In a paper read to the British As'^ociation in 1875 on “ The Solar 
Period and the Price of Corn ’’ (in Investigations in Currency and Finance, 
page 185) 
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It IS not necessary, in order to estabhsh a causal 
Other views connection between agricultural output and the 

as to the business cycle, to assume a cychcal movement in 
relation agricultural output itself Fluctuations in crop- 
between yield or in the output of hve-stock and animal 

agriculture products may be regarded as analogous to mventions, 
and business wars, earthquakes, etc, which appear at irregular 
intervals, and set in motion cumulative processes 
of expansion or contraction in the industrial system, or alterna¬ 
tively reinforce or retard a concurrent expansion or contraction 
Harvest fluctuations which do not happen to comcide with a 
turning-point in the business cvcle will tend rather to disturb the 
periodicity of the cycle than to determine it 

The above may be presumed to be the view taken by Professor 
PiGOU^ and Professor Robi RisoN,*smce, though they treat harvest 
variations as important potential causes operatmg to precipitate 
cumulative upward and downward movements, they attribute to 
these cumulative processes a hfe of their own with periods deter¬ 
mined—in part—by psychological and other factors and in any 
case with no relation to the periods of crop-fluctuations Pro¬ 
fessor Spiethoff,® for his part, speaks of good harvests and inno¬ 
vations as two amongst many possible initiatmg factors of industrial 
expansion But none of these writers can be represented as putting 
forward an “ agricultural theory ” of the trade-cycle They do 
not Ignore the agricultural factors, but they combme them with 
other factors m integrated but flexible schemes, in which allowance 
IS made for various processes of response—monetary, psycho¬ 
logical and technical 

There is a third view, held mainly by American economists 
such as Professors A Ha.nsen* and J M Clark,® which denies 
that fluctuations in agricultural output are among the causes of the 
cychcal fluctuation of busmess. Agriculture, these writers say, 

* Industrial Fluctuations 

• A Study of Industrial Fluctuation and Banking Policy and the Price 
Level 

“ Article "Knsen” in “ Handworterbuch der Staatsvrissenschaften’’ 

* "The Business Cycle m its Relation to Agriculture” in Journal of 
Farm Economics, 1932 

• Strategic Factors in the Business Cycle 
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IS not an active but a passive element The very inelasticity of 
agricultural supply exposes the farming community to consider¬ 
able instabihty of income as a result of changes m demand arising 
out of trade fluctuations brought about by internal forces of the 
busmess economy In the words of Professor Hansen, agriculture 
is the “ football of business ” 

These three pomts of view are not necessarily 
Compattbihty mutually exclusive It is possible to reconcile a 
of different general lack of response on the part of agricultural 
theories output to changes in demand with occasional or 
periodic spontaneous variations which may have 
an effect on business The writers of the second and third groups 
referred to are probably not so much at odds on the theory as on 
the statistical question whether the influence of agricultural fluc¬ 
tuations can in fact be traced in busmess mdices 

It IS a more serious shortcoming of these “ agricultural ” theories 
that they are not agreed on the important point as to whether 
plentiful harvests are correlated with prosperity and poor 
harvests with depression, or the other way round, and their 
divergence in this respect is symptomatic of a fundamental dis¬ 
agreement as to the channels by which the influence of agricultural 
fluctuations is brought to bear on other departments of economic 
hfe 

We have therefore, if we are to investigate the problem system¬ 
atically, to consider the various possible ways m wluch (i) agricul¬ 
tural fluctuations can influence general business and (2) industrial 
fluctuations can influence agriculture 

§ 2 HOW AGRICULTURAL FLUCTUATIONS INFLUENCE INDUSTRY 
AND TRADE 

Here, as in so many departments of economic 
Assumption theory, it is necessary to begin with the considera- 
of a closed tion of a closed economic system The world 
economy economy as a whole has to be brought imder 
review before it is possible to discuss the rela¬ 
tionship of parts of the whole {eg , single countries) with the rest 
of the world The following enumeration of the repercussions 
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(through all the diflFerent channels) of fluctuations in agricul¬ 
tural output relates, therefore, in the first instance (sections A 
to H) to a self-sufficient economic system In section I, the posi¬ 
tion IS considered from the standpoint of the external trade rela¬ 
tions of an individual country 

Professors PiGou and Robfrtson hnk up harvest 
A “ B.eal ” variations and industrial fluctuations by arguments 
elasticity appropriate to an economic system without a 

theories common medium of exchange {t e ,2. barter economy), 

and then proceed to take account of the modifica¬ 
tions introduced into the relationship by the fact that economic 
incentives present themselves in a money form 

The successive steps of the argument, as culled from various 
chapters of Professor Pigou’s Industrial Fluctuations and his Theory 
of Unemployment, seem to be as follows 

An exceptionally good harvest leads to a larger demand on the 
part of agriculturists in terms of agricultural produce for the 
products of industry ^ 

In so far as this raises the real income of the commumty, it will 
lead to an increase in the supply of new capital from savings, a 
downward tendency in interest rates and an increase in the demand 
for labour in terms of wage-goods ^ 

In so far as it involves an increase in the employers’ expectations 
of the yield of labour in terms of goods m general, the rise in the 
agricultural demand for mdustrial products wiU mcreasc the 
employers’ demand for capital and pro tanto —whether the demand 
IS satisfied out of stocks or savings—the demand for labour in 
terms of wage-goods ® Whether the big harvest will in fact 
increase the employers’ expectations of the “ real ” yield of labour 
depends, accordmg to Professor PiGOU, on the “ elasticity of the 
general demand for agricultural produce ” He writes “ If the 
general demand for agricultural produce is highly inelastic —i e , 
has an elasticity less than unity—the enlarged amount of agricultural 
produce obtamable ” for a unit of mdustrial output represents. 


‘ Industrial Fluctuations, 2nd ed , Chapter IV, page 41, 

* Ibid, Chapter III, page 20 

• Ibid , Chapters III and XI. 
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“ not an enlarged, but a diminished amount of things in general^ . 
In this case there will not be any increased wilhngness to save nor 
yet any increased expectation of yield to induce employers to borrow 
more for the purpose of increasmg their real demand for labour ^ 
Supposing, however, that the general demand for agricultural 
products is elastic, the increase in the demand for labour in terms 
of wage-goods will lead to more employment for the reason that 
the supply-schedule of labour, thanks to the rigidity of wage rates, 
is highly elastic ® 

So far, the analysis proceeds on the assumption of a purely 
barter economy The following is Professor Pigou’s adaptation 
of the argument to a money economy 

The additional borrowing requirements of the employers, 
mduced by their improved expectations of yield, are satisfied partly 
by the banks The result is a monetary expansion of a cumulative 
nature which, in a variety of ways, enhances the demand for labour 
m terms of wage-goods and thus increases mdustrial output® 
Since workers under the influence of the “ money illusion ” 
are willing to accept lower real wages if they appear in the shape 
of rising prices, the rise in prices which results from monetary 
expansion has the effect of mcreasing the supply of labour available 
at a given real wage Hence, industrial activity responds more 
sharply to an increase in the real demand of the agriculturists * 

This argument is obscured by the ambiguity of the 
Hlasticity phrase “ elasticity of the general demand for agricul- 
of demand tural produce Normally, we think of an elas- 
tn terms ticity of demand in terms of money, but it might be 
of money and translated into “ real ” terms as relating to the 
of “ effort ” quantity of industrial produce, the use or consump¬ 
tion of which the mdustrial population as a whole 
IS wilhng to forgo m exchange for varying quantities of agricultural 
produce, the total production of mdustrial produce remainmg 
unchanged 


‘ Industrial tluctuahons, 2nd ed , page 41 

* Ibid , Chapter II, page 20, and Chapter XX 

® Ibid , Chapter III, page 33, Chapters XVI and XVII, etc. 

* Theory of Unemployment, Part IV and Part V, Chapter IX 
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This would seem the most natural mterpretation of the phrase. 
But an examination of the footnote on page 42, and of the whole 
discussion in Chapter V, of Pigou’s Industrial Fluctuations 
shows that Pigou supposes any mcrease or diminution in the 
amount of mdustrial goods offered for agricultural produce to 
represent an eqmvalent increase or diminution in the production 
of industrial goods In this case, “ elasticity of demand for 
agricultural produce ” seems to relate to the total amount of effort 
or activity mdustrialists will undertake to produce goods for their 
own consumption and for exchange against varymg quantities of 
agricultural produce Thus, by assuming the elasticity of the 
industrialists for agricultural products m terms of effort as given. 
Professor Pigou assumes a knowledge of how total mdustrial 
output changes in response to changes m the harvest But it is 
this magnitude which the theory is concerned to discover It 
IS the unknown quantity It must not be assumed in advance 

It IS only when mterpreted in the first sense mentioned above 
—VIZ , in terms of money (or its complement in real terms)—that 
the phrase “ elasticity of demand ” can play a useful role in the 
explanation of the repercussions on mdustry of agricultural 
fluctuations But, a soon as “ elasticity of demand ’’ is thus 
interpreted, we are confronted with the difficulty that movements 
m the money demand for mdustrial labour vary m the contrary 
direction to the “ real ” demand m the sense m which the term 
“ real ” is employed by Professor Pigou He says that the 
increased supply of agricultural produce represents an mcreased 
“ real ” demand for mdustrial produce (and gives rise to an 
mcreased “ real ” demand for labour) only if the demand for 
agricultural produce is elastic But these are the very circum¬ 
stances m which the money demand for mdustrial output will 
dimmish, smce a greater proportion of expenditure goes in such case 
to agricultural produce and, smce wage-earners respond primarily 
to the money demand for labour, an elastic demand for agricul¬ 
tural produce m terms of money and of goods already produced 
means an inelastic demand in terms of effort and employment 

Similar difficulties and ambiguities are encountered m connec¬ 
tion with Professor Robertson’s treatment of the problem m his 
Banking Policy and the Price Feiel He enquires by what process, 
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and with what price accompaniments, a given response m indus¬ 
trial output (represented by iron) to enhanced agricultural output 
(represented by wheat), such as would take place m barter condi¬ 
tions, will be reached under the operation of this or that pohcy 
on the part of the monetary authority He reahses, and expressly 
states, that “ iron-makers ” react more readily to increased 
money receipts than to falling prices in the objects of expenditure • 
but, for him, the money demand for iron depends only on the 
f^orZ-elasticity of the demand for wheat and the general price-level 
as determmed by monetary policy He appears to overlook the 
fact that the buyer’s elasticity of demand for wheat in terms of iron 
—m the absence of any change in the total money demand— 
mfluences the money demand for, and supply of, iron and pro tanto 
the effort-elasticity of the iron-makers’ demand for wheat 

In a monetary economy, it is never possible to take the effort- 
elasticity of the demand for a particular commodity—or, generally, 
of the demand of industry as a whole for agricultural produce— 
as a psychological datum, as it is convenient to do in the case of 
the elasticities of buyers’ demand for a single good Producers 
are stimulated almost entirely by monetary incentives, so that a 
long process of analysis by progressive stages, coupled with 
assumptions as to the operation of the monetary factors throughout, 
IS required if it is desired to arrive at conclusions as to the actual 
effort-elasticity of demand in any given case It is not therefore 
permissible, in order to indicate the probable consequences on 
industry of agricultural fluctuations, to assume a particular effort- 
elasticity from the start, for this is equivalent to assuming the solu¬ 
tion of the problem Nor is it permissible to estimate the effort- 
elasticity of demand from actual experience of how industrial 
production has responded to agricultural fluctuations, and to 
proceed to treat the estimate as a relatively stable psychological 
function, independent of monetary conditions 

Changes m agricultural output of all sorts exercise 
B Influence on a dommating mfluence over those industries which 
industriesusing'at\h.'&^ agricultural raw material, such as the food 
agricultural and textile mdustries, as also the mdustries engaged 
raw materials in the handling and transportation of the crop or 
ammal produce 
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The nexus between an industry and its source of raw materials 
IS necessarily very close In the absence of surplus stocks which 
can be drawn on, a short crop will restrict the activity of the 
mdustry which it serves A bumper crop will lower the price 
of the raw material in relation to that of the finished product, till 
either the manufacturers decide to absorb it all by increased out¬ 
put or the holders decide to keep the surplus m store In any case, 
the activity of the later stages will be increased, because the holding 
of stocks never completely offsets harvest fluctuations 

Transport concerns which are accustomed to handle agricultural 
produce are in much the same position vis-d-vis crop fluctuations 
as are the industries utilising the produce as raw material 

In deahng with the “ effort-elasticity ” theories, it 
C Influence was pointed out that the supply of labour varied 
on real rather with the money demand for labour than with 
wages the demand in terms of goods and services But 
the “ real ” equivalent of the money wage is not 
something quite irrelevant to the incentive to work or to accept 
employment If, for example, food prices fall, it may be easier 
to reduce money wages or to prevent them from rising, and vice 
versa if food prices go up This is particularly likely to be the 
case where wage-scales are based on cost-of-living indices On 
the whole, however, this factor is probably of little practical 
importance in the short run 

There is another channel by which the industrial 
D Migration labour supply may conceivably be influenced by 
of labour good and bad crops Most crops taken indivi- 
between town dually, and certainly agricultural production as a 
and whole, have to face an inelastic demand (in terms 
countryside of money) on the part of consumers who have the 
choice between agricultural and non-agricultural 
commodities Therefore, good crops mean low farm incomes 
It IS conceivable that a fall in agricultural incomes may give 
rise to an exodus of labour from agriculture to industry The 
process is known to work in the opposite direction in many 
countries, where the agricultural labour supply varies with 
mdustrial prosperity. The converse movement, though rarer, is 
not unknown 
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The more contentious questions arise when we 
E Ffec/j on come to deal with the effects of crop fluctuations 
non-agncu/tn- on industries not utihsing agiicultural taw materials, 
ral consumers' These may be divided for convenience into con- 
goods sumers’ goods industries and producers’ goods 

industries industries, or again into industries serving the 

agricultural population and industries serving the 
nonagricultural population It may fairly be assumed that, except 
in advanced phases of expansion, the elasticity of supply of goods 
in face of an increase in the money demand is considerable 

The effect of a big harvest on non-agricultural consumers’ goods 
industries will depend on whether the money demand for con¬ 
sumers’ goods of agricultural origin is elastic or not The less 
elastic It is the more probable it is that the big harvest and the 
consequent fall in the price of food will result m a diversion of 
demand from food to non-agricultural goods, inducing a rise in 
the supply of the latter, the extent of which depends on supply 
conditions The same is true, mutatis mutandis, of poor harvests 
While there may be a general tendency for crop 
F Farmers' changes to affect non-agricultural consumers’ goods 
purchasing industries as a whole in a given direction, a distinc- 
power tion must be made between those which supply the 
agriculmral population and those which supply the 
non-agricultural population It is often asserted that changes in 
agricultural output affect general business by changing the pur¬ 
chasing power of the agriculturist Good harvests either mcrease 
or diminish the farmer’s income, according as the elasticity of 
demand is greater or less than umty, and so affect the prosperity 
of the branches of mdustry which serve his needs It is clear, 
however, that this argument in itself proves nothing For what 
the farmer loses m purchasmg power other people are bound to 
gain, and vice versa Business flags m the case of the mdustries 
supplying the farmer, but is brisk in the case of the industries 
supplying other people The net result of this redistribution of 
purchasmg power will depend on the concrete situation, 
the phase of the trade cycle, the credit situation in the 
various countries and localities affected by the redistribution, and 
so on. 
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It IS important to consider the effect of crop fluc- 
G Effects tuations on investment both because of the initial 
on effect on the activity of investment-goods industries 
investment and because of the indirect effect on monetary 
expansion or contraction in subsequent periods 
Roughly speakmg, the followmg may be expected to be the 
effects of a good harvest, for which the demand in money terms 
is inelastic 

(fl) A fall in investment by agricultural producers, 

(ff) A rise in investment by industries transportmg and 
utihsing the crop, 

{c) A rise in mvestment by consumers’ goods industries 
not utihsing agricultural materials, particularly those not 
servmg the agricultural population, 

(ff) A change in the amount of mvestment in holding 
stocks of agricultural produce This aspect has recently 
been stressed by Mr Keynes ^ A distinction must be made 
between the initial effect occurring immediately after the 
harvest (which will probably be a fall m the value, as distinct 
from the physical quanuty, of stocks held as compared with 
a normal year) and the subsequent effect (which may be an 
increase m the value of the carry-over) 

Strictly speaking, these movements refer less to investments 
than to the “ tendency to mvest ”, or the demand for investment 
funds To what extent this demand will be satisfied, and the ten¬ 
dency to invest take the shape of actual mvestment, depends on the 
elasticity of the supply of mvestible funds m the various countries 
concerned It is not impossible, for example, that a violent 
redistribution of mcomes between agriculturists and others, 
accompanied by a flow of money from agricultural to non-agricul- 
tural countries, or vice versa, might ultimately result m a deflationary 
shock to the credit system, which would tend to neutrahse any 
increased demand for mvestible funds that might be simultaneously 
engendered. 


The General Theory of Employment, Interest and Money, pages 329 et seq 
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Before any conclusions can be drawn as to the 
H Effects further consequences of crop fluctuations on the 
on saving industrial economy by way of cumulative monetary 
expansion or contraction, the effects on investment 
must be compared with the effects on saving An excess of 
investment over saving would generate an expansion, while an 
excess of saving over investment would cause a contraction 
Mr. J H Kirk^ bases his conclusions as to the deflationary 
effects of big harvests on the tendency of consumers to save a 
part of the extra purchasmg power accrumg to them through 
the fall in agricultural prices Obviously, no conclusion as to 
the net effect can be drawn a priori but, in any concrete case, 
the attempt must be made to strike a balance between all the 
tendencies towards changes in investment and all the tendencies 
towards changes in saving As was pointed out, tendencies 
towards mcreased investment, in conjunction with an elastic 
credit-supply, engender monetary expansion, while tendencies 
towards increased saving, if unaccompanied by increased 
investment, engender monetary contraction 

We may now pass from the analysis of the effects 
I Inter- of fluctuations in the total crop of a self-sufficing 
national economy on the industrial activity of that economy 
aspects as a whole to an examination of the effects of 
fluctuations in the crop of a geographical subdivi¬ 
sion of the total economy (a district or country) on the industrial 
activity of that subdivision 

The elasticity of demand for the crops of a single country (in 
terms of international money) is of course much greater than that 
for the crops of the world as a whole and the smaller the country, 
and the more perfect the world market for the crops, the greater 
the elasticity of the demand. It is greater, for example, in the 
case of New Zealand than in the case of the Umted States of 
America, and greater m the case of wheat than m the case of most 
ammal products Thus, m many or most cases, an mcrease in 
the crop of one country, unaccompamed by any change m the 
crops of other countries, will result m an increase in the money 

' Agriculture and the Trade Cycle, London, 1933 
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receipts of the agriculturists in the country concerned (If the 
elasticity of demand is less than unity, agriculturists elsewhere 
will lose to a more than equivalent extent) Furthermore, a given 
increase in the money receipts of the agriculturists will mean an 
even greater mcrease in the money receipts of the country as a 
whole, since the home population will be spending less than before 
on farm products and (probably) more than before on home 
mdustrial products, so that both the agriculturists and mdustriahsts 
will rejoice in increased receipts—and that mcrease can only come 
from outside 

This initial increase in the receipts and incomes of the country 
which has been blessed by a good crop will provide an inflationary 
stimulus to the industry of that country (though we must take 
account of the continual “ leakage ” of purchasing power abroad) 
It will be gathered from the new considerations thus introduced 
in the argument that conclusions as to the general effect on world 
industry of a net world crop variation cannot be drawn from a 
comparison between the agricultural fluctuations of any given 
country and tlie industrial activity of that country In the case of 
countries like Australia, New Zealand, Roumama, Argentine, 
Canada, etc , this is obvious, but it is often lost sight of, particularly 
in the case of the United States 

It will be apparent that the channels through 

Summary which fluctuations in agricultural output (good and 
bad harvests) exercise their effect upon the economic 
system m general and industrial activity in particular are no other 
than those with which we have become famihar m the perusal of 
the various theories discussed in the earher sections of this work 
The several processes of monetary expansion and contraction 
originatmg in the varying demand for capital, of over-saving 
resulting from plenty, and of the dependence of investment on 
consumers’ demand—to each of which a varying degree of import¬ 
ance IS attached by the different schools of thought—are all relevant 
to the problem There can be no “ agriculture theory ” of the 
cycle m the sense of an alternative to, say, the monetary theory or 
the over-mvestment theory any more than there can be an “ mven- 
tion theory ” or an “ earthquake theory ” AU that can be 
attempted m this direction is to brmg out the importance of 
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agricukura] Huctuations as one amongst other potential stimuli m 
the economic system What has been said of agriculture and the 
trade cycle rmght be said with scarcely any modihcation ofmven- 
tions and the trade cycle, or even of earthquakes or wars and tho 
trade cycle 

It will be observed that no attempt has been made to strike a 
balance between the arguments for and agamst the proposition 
that good harvests are good for trade and bad harvests bad On 
the whole, the arguments in favour of the proposition that good 
harvests have a stimulating effect dominate the literature on the 
subject, though the opposite view is not without support There 
is of course very little doubt that a good harvest in a particular 
country tends to stimulate the business life of that country The 
problem only becomes obscure when a completely closed economy 
IS the object of study 

A prion, analysis cannot settle the question, because forces are 
released which pull in opposite directions, and only estimates of 
the quantitative importance of the different factors—effect on 
mvestment, effect on saving, effect on the credit structure, etc — 
can supply a basis for judgment as to which tendency will prevail 
Much probably depends on the phase of the business cycle in which 
the disturbance occurs It is conceivable that a good harvest may 
exercise now a stimulating and now a depressmg mfiuence accord¬ 
ing to the phase of the cycle and the portions of the earth’s surface 
and the world’s population affected Nor must it be too readily 
assumed that a good wheat crop and a good cotton crop have the 
same kmd of effect After it has been decided in all the different 
possible cases whether the mfiuence of crop-fiuctuations on general 
business is positive or negative and whether that mfiuence is 
important enough to outweigh other mfluences operatmg simultan¬ 
eously, It will still remam to consider to what degree crop fluctua¬ 
tions are cyclical and, if they are cyclical, to what degree they are 
spontaneous and mdependent of the general business cycle 
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§ 3 INFLUENCE OF THE BUSINESS CYCLE ON AGRICULTURE 

As each part of the economic system is to some 
Inelasticity degree sensitive to developments in all other parts, 
of farm industrial fluctuations are bound to exercise a cer- 
output tain influence on agriculture This mfluence oper¬ 
ates through the demand for, and price of, agricul¬ 
tural produce on the incomes of the agricultural classes If there 
was a fairly immediate and substantial reaction on the part of 
agricultural output to the movements m monetary demand there 
would be no reason why the trade cycle should be regarded as a 
primarily mdustrial phenomenon In fact, however, agricultural 
output is, on the whole, so unresponsive to money incentives that 
the trade cycle is often regarded as confined (so far as production 
IS concerned) to industry, and m particular to that branch of 
industry which is not supplied with its raw materials by agriculture 
—namely, the production of durable and mvestment goods It 
IS not, however, altogether impossible that industrial fluctuations 
may influence agricultural output in the long run, though only 
after a period so long that the words “ response ” or “ elasticity 
of supply ” cease to have much meaning The “ responses ” in 
such case will have the same effect as spontaneous variations in 
output On the other hand, mdustrial fluctuations will affect 
both the demand for agricultural products and—to a lesser degree 
—their cost of production 

Many writers, including L H Bean,^J M Clark,® 
Effect on A Hansen’ and J H Kirk * lecognise the impor- 
demand tant mfluence exercised on agricultural incomes by 
fluctuations in industrial activity accompamed by 
similar fluctuations in money demand in general There is a 


'Eg, "Post-War Interrelations between Agriculture and Business 
m the United States ” U S Department of Agriculture, Bureau of Agricul¬ 
tural Economics i 9 Ec 752 Pa 

' Strategic Factors in the Business Cycle 

> "The Business Cycle in its Relation to Agriculture” in Journal of 
Farm Economics, 14 59-68, 1932 

* Agriculture and the Trade Cycle, Part I 
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relationship of reaprocal causation (as will be shown in Part II 
of this work) between increasing supphes of effective money and 
mcreasmg industrial activity, and the same holds true of the 
downswmg In view of the importance to consumers of products 
manufactured with agricultural raw materials, it is not surprismg 
that part of the general rise and fall in money demand should 
be passed on to agriculture But the process is tempered by two 
factors 


(1) The demand for consumers’ goods as a whole is more 
stable than the demand for all goods, 

(2) The demand for consumers’ goods of agricultural 
origm IS more stable than that for consumers’ goods as a whole 

On the other hand, the inelastiaty in the supply of agricultural 
output tends to make the fluctuations in demand greater, at least 
m the first mstance, than they might otherwise be 

The close correlation between agricultural prices and industrial 
activity, due to the causal connection between industrial activity 
and the demand for agricultural produce, may be taken by the 
unwary as a proof that low agricultural prices and incomes, due 
presumably to agricultural over-production, are responsible for 
low industrial activity 

The cost Items of agriculture are largely of agri- 

E,ffect on cultural origin, and to some extent they will vary 
costs with the demand for agricultural produce—the 
variation being only another aspect of the 
inelasticity of the supply 

To some extent, however, industry competes with agriculture 
for factors of production, and this competition may be so strong 
as to force a reduction of agricultural output when demand is high, 
and vtce versa 

(i) With respect to the supply of implements and the invest¬ 
ment funds for buying them, it seems probable that the farmers’ 
increased desire to acquire instruments m good times will outweigh 
the compeuuve demand of industry for both of these things The 
farmer can finance mcreased purchase in part from his own 
increased earnmgs 
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(2) On the other hand, there is an important tendency m many 
countries for labour to be drained off from agriculture to industry 
during boom periods and to flow back durmg slumps ^ 

The above review of the possible interactions of 
Concluding agriculture and industry on one another cannot be 
remarks said to yield a clear picture Industrial crises may 
arise for monetary or other causes, and then work 
out their effects on agricultural mcomes and—to a lesser extent, 
and by obscure channels—on agricultural output 

Spontaneous agricultural fluctuations may have a positive or a 
negative effect on the general busmess cycle and on monetary 
demand and may react back on agriculture through this channel 
Lastly, variations, however caused, m the demand for and cost of 
agricultural produce may, after a time, give rise to variations m 
agricultural output which will act on mdustry hke spontaneous dis¬ 
turbances, and set up a vicious circle of expansion or contraction 


* See, especially, Gustav Cassel The Theory of Social Economy, Vol II, 
Book IV, Chapter XV, § 65 
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CHAPTER 8 

SOME RECENT DISCUSSIONS 
RELATING TO THE THEORY OF THE TRADE (CYCLE 


§ I INTRODUCTION 

The greater part of the literature to be discussed 
Genera/ nature tn this chapter emanates from, and centres around, 
of the Mr Keynes’ General Theory of 'Employment, Interest 
literature and Money It is not all busmess-cycle theory in 
reviewed a strict sense, but rather general economic theory 
dealmg with analytical tools which may be used 
for trade-cycle analysis as well as for other purposes To a 
large extent, the theories to be discussed are not even of a dynamic 
nature, but are static-equihbrium theories (This pomt will come 
up for detailed discussion in § 6 of this chapter) 

For a number of reasons, it is very difficult to review these 
theories First, they are comparatively young and have not yet 
found anythmg like a definitive formulation They are still m the 
process of development and clarification, there exist, and continue 
to appear, versions ^ which are by no means identical in all respects 
The pomts at issue are frequently very subtle, and the argument 
necessarily becomes complicated and involved 


‘ Cf mainly contributions by various writers to recent issues of the 
Economic Journal, Econometnca, Economica, Zeitschrift fiir National- 
okonomie. Quarterly Journal of Economics, etc. 
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Secondly, these theories suffer from the fact 
Dijferences in that their authors have not been able to make clear in 
terminology all cases whether apparent differences between their 
versus views and those of other writers rest on different 
differences in empirical assumptions or only on a different usage 
substance of terms, in other words, whether differences are of 
a material kmd or of a purely termmological nature 
There can be no doubt that, m recent years, the discussions on saving 
and investment and the possibihty of their being unequal, on 
hoarding, liquidity-preference and the rate of interest, and similar 
topics, have made it increasmgly evident that purely verbal misun- 
derstandmgs and slight differences m the definition of terms have 
played a very great role ^ The exaggerated impression of impor¬ 
tance which prevailed with respect to the real (as agamst purely 
termmological) differences between different schools of thought, 
especially between what some writers* like to call the “ classical ” 
and the “ modern ” view, has already been modified But it is 
safe to assume that this process of terminological clarification is 
not yet completed, and it is hoped that the present chapter will do 
a little to hasten it 

Even m those mstances where the new theories amount to 
nothmg more than a termmological innovation and cannot be said 
to be in material contradiction to the traditional views, they have 
sometimes served a useful purpose, by bringmg to light hidden 
implications in the older theoretical schemes and foremg the 
propounders of “ rival ” theories to make all their assumptions 
clear and explicit 

All this will be illustrated in the following sections 


* Professor Robertson has recently made an attempt at separating 
termmological from substantial differences Cf “ A Survey of Modern 
Monetary Controversy ” in The Manchester School, Vol 9, No i, April 

1938 

• Cf , for example, A P Lerner “ Alternative Formulations of the 
Theory of Interest ” in the Economic Journal, Vol 48, June 1938, passim 
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§ 2 SAVING AND INVESTMENl ^ 

In preceding chapters, we have repeatedly had 
Everyday occasion to speak of saving and investment, and 
meaning of S differences between them, without giving a precise 
and I definition of these terms The reason is that the 
ambiguous writers whose theories have been reviewed have 
refrained from giving careful defimtions of the 
terms, consistent with the use to which those terms are put They 
evidently thought they could safely rely on the everyday meaning of 
these terms 

The discussions m recent years have clearly shown that this is 
not the case Not only is the everyday meaning of these terms 
not unambiguous—different writers mterpret it in different ways— 
but also It has been demonstrated that one particular definition, 
which It IS fair to call a good prma-faae formulation of the everyday 
meanmg of those terms, makes it impossible to speak of differences 
between saving and mvestment, because, on that definition, 
S and I are not only equal by definition, but are in reality the same 
thmg 

In the Neo-Wicksellian litciature and related 
Neo-Wtek- writings reviewed above (Chapter 3) under the 
selltan title of “ The Over-investment Theories ”, it is 
usage of S usual to speak of differences between S and I 
and I Phrases such as the following occur agam and 
again “ Investment may be financed, not only out 
of (voluntary) saving, but by inflation”, “out of newly created 
money ”, “ out of hoards ” Conversely “ Not all the current 
savmgs need be invested ”, “ a part of them may go mto hoards ”, 
“ may disappear in the banking system ”, “ may be used for 
repaying bank loans ” and thus “ run to waste ” 


‘ In the following pages, we shall frequently use the following symbols 
S = Saving, I = Investment, Y = Income, C = Consumption 
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Equality of S and I has been used as a criterion of equilibrium ^ 
Any divergence between S and I means a disruption of equilibrium 
If I exceeds J", we get mflation, an excess of S over I means deflation 
Prosperity periods are caused, or at least characterised, by an 
excess of I over depression periods, by an excess of 5 over I 
This language is irresistibly convemcnt and seems to express very 
realistically what actually happens durmg the upswing and the 
downswing of the cycle respectively 

It has, however, been questioned by Mr Keynes 
Mr Keynes’ and his followers ^ Why is it considered fallacious ^ 
equality of That is very simple to explain We have only to 
S and I reflect for a moment on what we really mean by i" 
and I Mr Keynes’ defimtions are these For the 
economy as a whole—)ust as for any individual—savmg is that part 
of total income which is not spent on consumption S — Y — C 
Investment is that part of total output (m value terms) which 
IS not consumed I — Output — C On the other hand, mcome 
of society as a whole is defined as the value of output Therefore 
/ = y—C Flence, 1 = 7 * 

If we accept these defimtions, which appear prima facie to 
correspond quite well to the everyday mearung of the terms, 
S and I are necessarily equal over any period of time, because 
they are identically defined both of them as K — C It then 
becomes nonsensical to speak of, or to imply, differences between 
them 


* The use of the equality of saving and investment as an equilibrium 
condition has been ably criticised by W Fellner in his article “ Saving, 
Investment and the Problem of Neutral Money ” in Review of Economic 
Statistics, Vol XIII, November 1938 

* See especially Keynes, General Theory, passim A P Lerner, 

“ Saving equals Investment ” in Quarterly Journal of Economics, Vol 52, 
February 1938, and “ Mr Keynes’ General Iheory of Employment ” in 
International Labour Review, October 1936 , Mrs J Robinson, Introduc¬ 
tion to the Theory of Employment (London, 1937), especially pages 14 to 
16, “ The Hoarding Fallacy ” , R F Kahn’s revieiv of the first edition 
of the present book in the Economic Journal, Vol 47, i937> 671 , 

and R F Harrod, The Trade Cycle, London, 1936, pages 65 et seq 

* General Theory, page 63 
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Now a number of questions arise which will be 
Controversial taken up one after the other Virst, some readers, 
issues who are accustomed to speak of differences between 
I and S, would probably like to see how, in typical 
cases, the equality of I and S works out in detail Such an analysis 
will reveal that the definitions given above arc, after all, not always 
in harmony with the everyday usage of the terms 

Secondly, the question arises as to how J" and I can be re-defined 
so as to make sense of the whole body of doctrme which speaks of 
differences between them We shall see that this can be and has 
been done m several ways, and that it would be superficial to 
dismiss as meanmgless all theories which imply a difference between 
S and 7 , even if some of the theorists m question may have care¬ 
lessly defined them in such away that they are necessarily equal 
Thirdly, it might be asked v/hether, if we adopt Mr Keynes’ 
definitions, Jand I are not, m reality, identical rather than neces¬ 
sarily equal Do 5 and I not really denote, are they not only 
different symbols for, the same thmg—unconsumed output ? If 
that IS so, why retam two terms ^ Why not drop the one or use 
them interchangeably ? 

Let us first do some exercises in the application 
How d and I of our definitions by discussmg a few typical cases 
are equated Assume that new mvestments are made either by 
in the case the Government or by private producers and that 
of inflation they are financed by the creation of new money, 
for example, a factory or a railroad is bemg con¬ 
structed Suppose that there are unemployed workers and idle 
resources, so that total production can easily be expanded The 
money is created by the banks and handed over to the entrepreneur 
(or the Government) either as a short-term loan or by purchasmg 
long-dated securities, new ones or old ones which have so far been 
m the possession of the constructor of the railroad 

There is then a certam amount of (new) mvestment, but, if 
we adopt Mr Keynes’ defimtions of I and T, we are precluded 
from saymg that these new mvestments have been financed by 
“ mflation ”, mstead of by “ voluntary ” savmg * Accordmg to 

‘ I put “ inflation ” in quotation marks, because some writers would 
like to reserve the word “ inflation ” to such an increase in the quantity 
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Mr Keynes’ and his followers’ account of the matter, there must 
be somewhere savmgs correspondmg to the amount of new 
mvestment Where are they ^ The answer has been given most 
clearly by Mr Harrod “ For a few days, the whole of the new 
net investment may be financed by those who receive the money, 
before they begm to spend that money, they save what they 
receive That is to say, the workers who are engaged m 

constructmg the railroad are said to save the money which they 
receive, say, on Saturday until they spend it durmg the followmg 
week If they keep all the money over night, they are said to have 
saved it. When they then gradually spend it on consumers’ 
goods and consume these latter, they are said to dissave The 
expressions “ receiving ” and “ spendmg ” are replaced by 
“ savmg ” and “ dissaving ” But when people thus dissave, 
" the stocks of consumption goods will be depleted, this mvolves 
dismvestment ” * So the new mvestment is first matched by 
savmg and then cancelled by dismvestment, is always equal to I 
If, on the other hand, the production of consumption goods 
mcreases part passu with the rismg demand (by chance, or because 
producers have correctly foreseen the commg rise m demand), 
there is no dismvestment to cancel the origmal new mvestment, but, 
smce the new money must always be somewhere, those people 
who hold It and have not yet passed it on arc said to perform the 
necessary savmg 

This account of the matter may seem strange, it is not usual 
to say that the savmgs which finance the construction of new 
capital are provided by the workers who are engaged m that 
construction job and not by those who provide the money which 


of money as leads to a rise, or to an “ excessive ” rise, in prices, they 
resent the use of the word for cases where the increased amount of money 
(or of monetary demand) is matched by an increase in the flow of goods 
and hence does not bring about a rise in prices (C/, for exaniple, 
Mr Kahn’s review of the first edition of this book in the Economic Journal, 
Vol 47, 1937, page 675, and my answer, ibid, Vol 48, 1938, pages 326 
and 327) 

‘ The Trade Cycle, page 72 

• Ibid , page 72 If prices of consumers’ goods rise, the income and 
savmgs of the retailers go up 
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IS used to hire those workers It is furthermore not m accord 
with the everyday usage of the terms to say that a man saves if 
he keeps his mcome in the form of money for a short time, 
owmg to the simple fact that mcome is paid out discontmuously 
and spent more contmuously Only if it is kept unspent for 
longer than the usual mcome period, would one ordinarily say 
that It has been saved 

It must, however, be adrmtted that this unusual wav of puttmg 
the matter follows from the literal application of the defimtion 
S = Y — C On Saturday evenmg, the income of the worker has 
increased, his consumption has not yet gone up, hence he has 
saved ^ We have here an example where this prima facie plausible 
definition of diverges clearly from the everyday meaning of the 
term * 


‘ Mr Lerner admits that “ if we take artificial periods—say of ten 
minutes each—our definitions acquire an artificial flavour too We 
would then have to say that in the tcn-minuto period in which a man 
receives his weekly wage, he saves (nearly) all of it, and that in all the 
other ten-minute periods in which he makes any expenditure, he dissaves ” 
{Quarterly Journ^ of Economics, Vol 52, 1938, page 304 ) Mr Lerner is, 
however, not right when he says that this artificiality disappears “ if we 
take reasonable periods ” Owing to the overlapping of periods, it 
never disappears completely Moreover, the order of magnitude of the 
phenomenon in question is not correctly indicated by speaking of ten- 
minute periods 

’ Sometimes another account of how S and I are equated has been 
given by followers of Mr Keynes For instance, Mrs J Robinson, in 
her Introduction to the Theory of Employment, puts the matter in the 
following way Assume £1 per week is invested in housebuilding Then 
make certain assumptions about the saving by the successive recipients 
of the money “ At each round ”, a certain proportion is saved by 
workers, profit earners, etc On this assumption, the author constructs 
a senes of acts of saving which add up exactly to the figure of investment 
outlay (pages 20 and 21) If by " round ”, turnover (change of hand) 
of money is meant, and if money does not circulate with infinite rapidity, 
this account of the matter proves the contrary to what it is intended to 
prove For it takes time (strictly speaking, an infinite period of time 
under Mrs Robinson’s assumption) before the savings made at successive 
rounds add up to the total which is equal to the investment What can 
be said is that there is a tendency for 5 to approach I, but owing (a) to the 
infinite length of these series and (6) to the overlapping of series set up 
by successive acts of investment, there can never, or only under very 
special assumptions, be an absolute equality of 5 and I 
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Let us now consider the converse case, where 
How S and I money is withdrawn from circulation Let us 
are equated assume that some people do not spend the whole of 
in the case their mcome, or more generally of their money 
of deflation receipts,^ and accumulate cash or idle deposits 
This has been conveniently expressed by saymg 
that savmg exceeds mvestment, because part of the savings are 
hoarded* instead of bemg mvested 

Accordmg to Mr Keynes’ defimtion of saving and mvestment, 
this way of describmg the matter is no longer permissible There 
can be no divergence between S and I How are they then equated 
in this case ^ The answer is very simple If some people save 
part of their mcome and keep it m liquid form, one of two thmgs, 
or a combmation of them, must happen either goods which 
otherwise would have been sold accumulate and that constitutes 
mvestment which corresponds to the savmg, or else sales are 
mamtamed at the former level by cutting prices, and the retailers 
suffer losses, these losses reduce their mcome—and hence their 
savmg—by an amoimt equal to the original decrease m spendmg ® 
Hence, the original savmg is cancelled by an equal decrease m 
savmg (which, if we start from a position of zero savmg, becomes 
negative—dissavmg) by somebody else 

• Not all money received by an individual or a firm is (net) income 
Part of the receipts of a producer is to be set aside for the replacement of 
capital, either of working capital or of fixed capital In the first case, it 
is sometimes said that the money constitutes “ working capital ” , in 
the second Ccise, we speak of “ depreciation allowances ” or “ amorti¬ 
sation quotas ” Naturally, the more durable a capital instrument is, 
the greater is the freedom and arbitrariness in distributing over the 
period of its life-time the corresponding amortisation allowances There¬ 
fore many writers (for example, Mr Hawtrey) define gross mcome 
inclusive of depreciation allowances It should, however, not be forgotten 
that the transition from fixed to working capital is gradual and that, m 
principle, the same problems are involved in the replacement of either 

• It should be noted how easy it is to describe the phenomenon without 
using the words “ saving ” and " investment" in terms of receiving and 
spending of money 

• It could be objected that a retailer may cut his consumption and 
maintain his saving This is quite true, but this further decrease in 
consumers’ outlay (act of saving) can be treated exactly as the original 
one it must again reduce somebody else’s income and cannot give rise 
to a divergence between S and I 
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It seems to be pretty cleat that there is no real problem at issue 
between those who speak of a difference between S and I and 
those who mamtam that S and I must be equal Both schools 
speak about the same phenomenon in different termmologies. 
No statements about facts are disputed, for what may happen 
if some people reduce their rate of spendmg is assumed and can 
be described m a neutral terminology which avoids the word 
“ saving ” and uses mstead the terms “ receipt ” and “ expenditure ” 
of money 

There remams, however, the question of how 
Alternative savmg and mvestment should be defined to enable 
definitions, us to be consistent in speakmg about differences 
between them 

Three sets of definitions under which S need not be equal to 1 
will be discussed first, Mr Keynfs’ defimtions of S and 7 as given 
in his Treatise on Money, secondly. Professor Robertson’s “ period 
analysis ”, and, thirdly, the Swedish distmction between ex ante 
and ex post savmg and mvestment, which is also made by 
Mr Hawtrey 

It was Mr Keynes’ Treatise on Money which made 
The terminology the catchwords “ excess of savmg over mvestment ” 
of Mr Kanes’ and “ excess of mvestment over savmg ” popular 
Treatise on m English literature ^ Smee, however, this piece 
Money of verbal machmery of the Treatise has been 

abandoned by its author, we may be very brief 
Mr Keynes defined mcome as exclusive of losses and profits 
7 was defined as the value of unconsumed output, and i" as income 
minus consumption ^ Hence, an excess of savmg over mvestment 

‘ Mr Harrod, for example, speaks of "the new-fangled view, sponsored 
by Mr Keynes in his Treatise, that the volume of saving may be unequal 
to the volume of investment” ("Mr Keynes and 1 raditional Theory ”, in 
Econometrtoa, Vol 5, 1937, 75) On the Continent, the view that 

S and I need not be equal has been held at least since Wicksell, and, as 
Mr Hawtrey has pointed out, in the classical English writings the equality 
of S and I has always been regarded as an equilibrium condition rather 
than an identity (although not all the implications of this view have been 
recognised or explored) 

* The reader's attention might be called to the possibility of interpret¬ 
ing what Mr Keynes was aiming at in terms of the Swedish ex ante and 
ex post analysis, which will be reviewed below (page 180) Y is clearly 
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was so defined as to mean losses, and an excess of investment 
over saving, so as to mean profits In turn, profits and losses were 
defined as that amount by which actual entrepreneurial income 
exceeds, or falls short of, that level which would leave the 
entrepreneur under no mducement to change the rate of output 
and employment ^ In consequence, entrepreneurs, by definition, 
had an incentive to expand output whenever investment exceeded 
savmgs, so that an excess of investment over savings was robbed of 
all the causal sigmficance which was imputed to it 

We now come to Professor Robertson’s defimtion of savmg, 
which seems to give the best and most precise expression to what 
IS in the mmd of those who spoke and speak unsophisticatedly of 
differences between S and I ^ 

Professor Robertson explicitly introduces from 
Professor the beginning the discontinuity of the income 
Robertson’s streams by adopting a “ period analysis ” He 
definition of assumes that money income® received in the current 
saving period—“ to-day ”—becomes available for expen¬ 

diture only durmg the next period— “ to-morrow ” 
Such a “ day ” may be longer than a day it m.ay be as long as, say, 
a week The exact length depends on the habits and techniques 
of payments For any day. Professor Robertson distinguishes, 
accordingly, between disposable income and earned mcome The 
disposable income of to-day is the earned mcome yesterday, and 
the earned income of to-day becomes disposable mcome to-morrow 
Saving for any day is defined as disposable income of the same 
day (— earned income of the day before) minus consumption 
expenditure of the same day Investment, on the other hand, is 


defined as an ante concept, while profits and losses are ex post magni¬ 
tudes Likewise, S is defined in ex ante terms and I in ex post terms 
(This was pointed out to me by Dr Redvers Opie, Oxford ) 

‘ This heis been pointed out by Professor Hayek, Professor Hansen, 
Mr Tout and Mr Hawtrey in their respective analyses of the Treatise 
Cf , especially, Hawtrey The Art of Central Banking, pages 334 et seq 

• Vide his article “ Saving and Hoarding, ” Economic Journal, Vol 43, 
September 1933, page 399, and the subsequent discussion between 
Professor Robertson, Mr Keynes and Mr Hawtrey, ibid , page 699 

• The analysis must, of course, be extended to payments other than 
income payments 
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defined as actual expenditure on new investment goods during the 
day Hence, investment can be greater than saving, because money 
may be spent out of other sources than from (disposable) mcome 
Expenditure may be made from newly created bank money or from 
hoards This money becomes, of course, earned income on the 
same day and disposable income on the followmg day Thus an 
excess of I over S implies an increase of to-day’s (earned) income 
over yesterday’s (earned) mcome Similarly, an excess of S over I 
implies a decrease of to-day’s mcome as compared with yesterday’s 
income This evidently expresses precisely what is meant, when, 
in an unsophisticated way, it is said that, if I runs ahead 
of S, mflation ensues, and that an excess of i" over I implies 
deflation 

It should now be pretty clear how statements m the language of 
those who (explicitly, like Professor Robertson, or implicitly, 
like many others) distmguish between disposable and earned 
mcome can be translated mto statements m the language of 
Mr Keynes, which does not make this distmction This has 
been clearly reahsed by Mr Keynes himself^ and bv Professor 
Hansen ^ 

There is another pomt of ambiguity which 
Money tncome may give rise to misunderstandmg Professor 
versus money Robertson and others use “ mcome ” m the 
value of sense of actual money mcome mvolvmg monetary 
output transactions (a transfer of money) This need not 
be quite the same thing as mcome m the sense of 
the money value of the output as a whole ® A correspondmg 
distmction should be made about savmg, whilst investment is 
almost mvariably used m the sense of money value of unconsumed 
output Mr Keynes uses the terms “ mcome ” and “ savmg ” 
m the value sense, and Professor Ohlin says explicitly that 


‘ General Theory page 78 

• Cf his review of the TAeory m the Journal of Political Economy, 

Vol 44, 1936, page 674, now reprinted m Full Recovery or Stagnation, 
New York, 1938, page 22 

’ “ Undeflated ", that is, at current prices, or “ deflated ” by any sort 
of price index 
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income, m his sense, “ has nothing to do with the actual receipt 
of cash ” ^ 

The two magnitudes need not coincide, because income m the 
sense of money value of output comprises items which do not give 
rise to monetary transactions^— e£ , “ imputed ” mcome (example 
the services of a house to its owner), or “ bartered ” mcome, or 
the accumulation of stocks But even if all transactions of goods 
took the shape of purchases for, and sales agamst, money, theie 
would be certam discrepancies between the two types of mcome, 
because money mcome is received at discreet intervals, while real 
mcome flows more continuously Furthermore, if new money 
is created and handed to somebody not m exchange for a service 
performed by the recipient (e j, an unemployed), this might be 
called that person’s money mcome to which, before the money is 
spent, there corresponds no mcrease m the value of output 

In the case of non-wage and non-salary mcome, the concept of 
actual money mcome is beset with further difficulties, which make 
It impossible to define it by lookmg at the monetary transactions 
alone without any reference to the sphere of real goods Not all 
money receipts and expenditures of a firm are mcome receipts and 
expenditures Which part of the total flow of money has to be 
regarded as mcome and which as “ intermediate transaction ” 
can be defined only with reference to the “ real ” sphere But even 
if this has been accomplished satisfactorily, it is m many cases 
not possible, without more or less arbitrary conventions, to 
identify mdividual transactions (either the “ real ” or the corre¬ 
sponding “ monetary ” transactions) as mcome or non-mcome 
transactions It is, for example, not admissible to regard all 
purchases of consumers’ goods by the final consumer as income 
transactions, for consumption can exceed mcome, the difference 
being dissaving Nor is it always possible to identify an mchvidual 
purchase of a capital good as constituting new mvestment or 
replacement—that is, as belongmg to the mcome sphere or not 
Income and new mvestment can be determmed only m the 

‘ “ Some Notes on the Stockholm Theory of Savings and Investment ”, 
Economic Journal, Vol 47, 1937, page 63 Mr Lerner, on the other 
hand, always speaks of acts of expenditure, which are classified either as 
consumption or investment, while both together constitute income 
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aggregate, as residuals. By deducting from total output what is 
considered necessaiy for mamtainmg the capital stock intact, we 
determine income, and by deducting consumption from income, 
w e obtain the volume of new investment 

We now come to another set of definitions 
T/>e Swedish which gives meaning to the concept of a difference 
ex ante and between S and I This scheme has been worked 
ex post out by a group of Swedish writers such as Mr Erik 
analysts Lundbergs Professor Erik Lindahl,^ Professor 
Gunnar Myrdal® and Professor Bertil Ohlin * 

A very similar scheme has been proposed by Mr Hawtrey * 
The Swedish writers distmguish for all the magnitudes concerned 
—income, savmg, investment and others—between an ex ante 
and an ex post sense ® Looking back at any period of time 
that has elapsed, one can measure—at least m principle—^what 
Y, C, S, I, etc , actually were This is the ex post, or registration 
or accounting, sense of these magnitudes I.ike Mr Keynes, 
Professor Myrdal and Professor Ohlin ^ define S and 1 ex post 
in such a way that they ate always equal— t e , both as T — C 
From the ex post sense of these concepts, the ex ante sense must 
be carefully distinguished, and what is true of the ex post 
phenomena of a certain kmd need not be true of the corresponding 


‘ Studies in the Theory of Economic Expansion, London, 1937 

• Studies in the Theory of Money and Capital, London, 1939 

• “ Der Gleichgewichtsbegriff als Instrument der geldtheoretischen 
Analyse ” in Beitrage zur Geldtheorie, ed by Hayek 1933 (an English 
version of which will soon be published by William Hodge, London) 

• “ Some Notes on the Stockholm Theory of Savings and Investment ”, 
Economic Journal, Vol 47, 1937, pages 53 et seq and 221 et seq, and 
“ Alternative Theories of the Rate of Interest ”, ibid , pages 423 et seq 

• See especially his Capital and Employment, passim 

• Professor Myrdal was the first to introduce this distinction Professor 
Ohlm’s exposition 13, however, more accessible and more developed 
Therefore, reference will be made chiefly to him 

’ Other members of the group seem to lean rather to Professor Robert¬ 
son’s defimtion See Ohlin {loc cit , page 57) “ my terminology 

has been viewed with great scepticism by some of the younger Stockholm 
economists, chiefly because of my way of defining income so as to make 
savings and investment always equal ex defimtione ” We shall, however, 
see that the two analytical schemes, if fully thought out, are by no means 
exclusive of each other 
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ex ante phenomena The ex ante manifestations of income, savmg, 
investment, etc , are the expectations entertained by all the indivi¬ 
duals and firms in respect of those magnitudes at any pomt of 
time for some period ahead of that point Any member of an 
economic society at any moment of time expects a certain mcome, and 
plans or intends to spend a certain part of it on consumption and to 
save another part The “plan to save” must be associated with the 
“plan to increase the quantity of cash” or with the “plan to lend ” 
(These are the only two alternatives “ if the use of one’s own 
savings for new investment is treated as givmg credit to oneself ” 
The entrepreneurs expect ceitain prices to rule, a certain demand 
situation, certain interest rates and production costs to exist, etc , 
and, on the basis of these expectations, they plan a certain amount 
of investment 

Summing up the expected income, planned consumption, 
saving and investment of all mdividuals, we arrive at the ex ante 
magnitudes of these phenomena for the economy as a whole 

“ There is no reason ”, according to this school 
How equality of thought, “ for assuming that planned saving and 
oj S and I is planned investment should be equal But when 
brought about the period is finished, [realised] investment is equal 
ex post to [realised] saving flow does this equality come 
about ^ The answer is that the inequality of 
ex ante saving and ex ante investment sets in motion a process 
which makes realised income differ from expected income, realised 
saving from planned saving and realised new investment differ 
from the correspondmg plan ^ This difference we can call 
unexpected income, unexpected new investment, and unintentional savings 
. . The business-man who, after the closing of his accounts. 


‘ Ohlin, loc cit, page 425 

• It -will be noted that, in spite of the appearance to the contrary, no 
statements about facts are involved in the following analysis What 
actually happens, if planned saving and investment differ, is assumed by 
way of illustration, and can be described in terms of receiving and spending 
of money and of movement of goods between individuals and into and out 
of existence without using the terms" savings ”and“ investment ” No 
particular process is required to make S and I equal ex post All sorts of 
reactions are possible, but, whatever actually happens, they must be equal, 
because the terms are chosen in such a way. 
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finds that he has had a larger net income than he expected and that, 
therefore, the surplus over and above his consumption is greater 
than his planned savings, has provided ‘ unmtentional savings ’ 
which is equal to this unexpected surplus Un expected new 
investment, which, like unintentional saving, may, of course, be 
negative, can mean simply that stocks at the end of the period 
are different from what the entrepreneur expected 

“ Assume that people decide to reduce their savmgs and increase 
their consumption durmg the next period by lo millions, as 
compared with realised savings and consumption during the 
period which has )ust finished Assume further that the 

planned investment is equal to the reahsed investment during the 
last period ” (Since realised savings and realised investment are 
equal, these assumptions imply that ex ante saving falls short by 
lo millions of ex ante investment) “ What will be the result ^ 

Retail sales of consumption goods will rise lo millions and the 
stocks of retailers will, at the end of the period, be down— e g , 
7 millions, the remaining 3 millions bemg extra income of the 
retailers This latter sum is ‘ unintentional ’ savmgs Thus 
realised saving is down only 7 millions, or the same amount as 
realised investment Realised mvestment is down because the 
depletion of stocks by 7 millions is counted as unmtentional 
dismvestment ® 


‘ Ohlin, loc. cit , pages 64 and 65 

’ Ibid , pages 65 and 66 

* This analysis can be readily translated into Robertsonian language. 
We would have to say that investment actually exceeds saving by 3 mil¬ 
lions The difference is “ financed by other means than by saving from 
(disposable) income ” This way of expressing the matter has the advan¬ 
tage that it calls attention explicitly to the fact (which is, of course, 
implied also by Professor Ohlin’s analysis) that bank credits must be 
expanded or that some people mustdishoard —i e , “ reduce their quantity 
of cash ” (Ohlin, loc cit, page 425 ) The supply of loanable funds 
must be elastic, otherwise the planned investments could not go ahead 
undisturbed by the fact that people spend more on consumption than was 
foreseen This assumption about the elasticity of the money supply 
may be correct in many cases, espiecially if the period in question is 
sufficiently short It need, however, not always be correct, and if it 
IS not, the rate of interest will rise so much (or credit will be rationed 
in such a way) that the investment plans will be sufficiently scaled 
down This may very well lead to more or less serious disturbances in the 
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Similady, other cases of differences between ex ante saving and 
ex ante investment can be analysed “ When the State finances 
public works with the printing of new notes, the increased invest¬ 
ment IS matched [ex post] by increased ‘ real ’ sa^ungs ”, although 
ex ante investments were in excess of savings, since it is assumed 
that no planned savmgs corresponded to the planned Government 
investment “ At the end of the period, some people hold more 
cash than at its beginning This is evidence that they had an 
income which they have not consumed —i e , that they have saved 
Ex posty there is ex definitione equality between saa^mgs and 
investment ” ^ 

In a later article,* Professor Ohlin® has given 
The ex ante important elucidations of his theories He explains 
concepts as there that his ex ante concepts of savings, investment 
schedules as well as the other closely related pair of concepts 
—VIZ , demand and supply of credit—are mtended 
to mean the same thmg as demand and supply schedules “ Ex 
ante saving ” means the schedule showing how much people are 
willing to save at different hypothetical rates of interest And 
“ ex ante investment ” is the schedule showing how much people 
are plannmg to mvest at different mterest rates 

However, the rate of interest is not determmed 
Demand and by the interaction of the curves relating to saving 
supply of and investment, it cannot be explamed by demand 
credit and supply of saving “ There is no such market 

determine for savings and no price of savings ” (page 424) 
the rate But there is a market for credit,* and “ the price of 
of interest credit [; e , the interest rate] is determmed by the 
supply and demand curves for credit or, which 
amounts to the same, for ‘ claims ’ ” (pages 425 and 424) 

capital-goods industries, as analysed by Professor Hayek That shows 
again that Professor Hayek’s theory can be well expressed with the help 
of the Swedish terminological apparatus 

* Ohlin, loc cit , page 6g 

® “ Alternative Theories of the Rate of Interest ”, 'Economic Journal, 
Vol 47, 1937, page 423 et seq 

* It IS not quite clear whether his Swedish colleagues all agree on this 

* Strictly speaking, there are different markets for different kinds 
of credit—short-term, long-term, etc 



184 


Analysts of Theories 


Part I 


The two pairs of curves, relating to saving and investment on 
the one hand and to credit or claims on the otlier, are interrelated, 
but they are not identical How are they mterrelated ^ The 
supply of credit (= demand for claims— e g, for bonds) is not 
equal to planned savings (the supply of saving), because “ it is 
possible to plan to save and to increase the quantity of cash mstead 
of lendmg Also, one can plan to extend new credits in excess 
of planned savings if one is willing to reduce one’s own quantity 
of cash 

Similarly, the demand schedule for credit is not identical with 
the curve for planned investment, because there may be a “ desire 
to vary the cash held, to cover expected losses or to finance 
consumption ” * 

Obviously, a similar proviso as for “ increases ” or “ decreases 
of cash ” held (in other words, for hoarding and dishoarding) 
must be made for changes in the quantity of money made by the 
bankmg system or the Government An mcrease m the quantity 
of money has the same effect as a reduction in cash holdings of 
some mdividuals it increases the supply of credit beyond ex ante 
saving The case of a decrease in the quantity of mone)- is similar 
Takmg everythmg into account, it would seem 
Diagrammatic that Professor Ohlin’s theory can be piecisely 
exposition stated in the words of Mr A P Lerner 

“ The rate of interest is the price that equates 
the supply of ‘ credit ’, 01 savmg plus the net mcrease in the 
amount of money in a period, to the demand for ‘ credit or 
mvestment plui net ‘ hoardmg ’ in the period . This is 

illustrated by [the following] Figure 7 


* Loc ett, page 425 There are some other possible differences between 
supply of credit and ex ante saving “ Besides, one can plan to extend 
credit instead of reinvesting ‘ capital made free '—t e , ‘ depreciation 
money ’ ’’ (page 425) A failure of reinvesting depreciation quotas can 
evidently be treated as negative investment, and could accordingly be 
deducted from the investment curve (demand curve for credit, of which 
the investment curve constitutes an element), instead of being added to 
the supply of credit 

• Ibid The latter two items could be considered as negative saving 
and thus be deducted from the supply curve (curve of ex ante saving), 
instead of being added to the demand curve (curve of ex ante investment) 
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“ S IS the supply schedule of saving, showing how much 
would be saved (measured horizontally) at each rate of interest 
(measured vertically) I is the schedule of investment showing 
how much would be invested (measured horizontally) at each 
rate of interest These two schedules intersect at the 
‘ classical ’ pomt of equilibrium, which shows the rate of 
interest bemg determined at that level (AP^) at which savmg 
equals mvestment, both bemg equal to OA L is the schedule 
showing the amount of net ‘ hoardmg ’ that would take place 
at each rate of mterest In the figure, this is shown as a positive 
amount (/ ^ , at all the rates of mterest considered, there would 
be a net balance of' hoarding’ and not a net balance of' dishoard¬ 
ing ’) which IS greater for lower rates of interest There is no 
reason for expectmg' hoardmg ’ always to outbalance' dishoard¬ 
ing’ in the economy, and this is taken to be so in the figure 
merely for the purpose of simphfymg the diagram ' Hoarding ’ 
could be taken as a negative quantity at some or at aU rates of 
mterest (and shown by the L curve falling to the left of the 
vertical axis) without affectmg the argument in any way 
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“ The M curve shows the increase in the amount of money 
m the period and is here shown as a positive amount and 
mdependent of the rate of interest Both of these conditions 
are postulated merely for the purpose of simphfymg the diagram 
A decrease m the amount of money could be shown by drawmg 
the M curve to the left of the vertical axis, sigmfymg a negative 
increase m the amount of money It might be the policy of 
the monetary authorities to take the rate of interest into account 
when deciding by how much to increase (or decrease) the 
amount of money Thus if they increase the amount of money 
more (or dimmish it by less), the higher is the rate of interest, 
then the M curve will slope upwatd to the right But all such 
differences in assumptions would merely complicate the diagram 
without affectmg our argument in any way 

“ The M curve is now added hori7ontally to the i" curve, 
givmg the total net supply schedule of loans (or ‘ credit ’) 
marked J” + Af The L, curve is added to the I curve, giving 
the total net demand schedule for loans (or ‘ credit ’) marked 
I + L The two new curves mtersect at P„ giving an equi¬ 
librium into which the complications due to ‘ hoardmg ’ and 
to changes m the amount of money appear to have been 
incorporated 

' “ Alternative Foimulations of the Theory of Interest ”, m Economic 
Journal, Vol 48, 1938, pages 213 to 215 It is true, Mr Lerner puts this 
account of the matter forward as an interpretation, not of Professor 
Ohlin’s theory, but of “ the position [of the theory of interest] as it 
appears after the first step [from the ‘ classical ’ to the ' modern ’ view] 
has been taken ” (page 213) This first step consists of the recognition 
“ that ‘ hoarding ’, ‘ dishoarding ’ and changes in the amount of money 
also have something to do with the supply of ‘ credit ’ and the rate of 
interest—in the short period, at any rate ” (page 211) This seems to me 
precisely the position taken by Professor Ohlin Mr Lerner merely 
does not take cognisance of the ex ante nature of supply and demand 
curves of saving in Professor Ohlin’s theory He interprets S and I 
throughout Hence, in a second graph (page 216), he draws ]ust 

one curve, which is a saving and investment curve at the same time, 
whilst Professor Ohlin emphasises that S and I ex ante are not necessarily 
equal Mr Lerner probably has been misled by the fact that Professor 
Ohlin introduces the interpretation of the ex ante concepts of S and 1 in 
the schedule sense as an afterthought, as it were, in a reply to a criticism 
by Mr Keynes , in his origmal articles, he did not make it clear that he 
meant schedules when he spoke of ex ante saving and investment 
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Let us draw a few corollaries from Professor Ohlin’s inter¬ 
pretation of eic ante saving and investment as schedules and their 
relation to the demand and supply curves of credit which determme 
the rate of interest Obviously, it is not strictly permissible to 
speak in the singular of the difference between ex ante S and 1 
There is a whole schedule of such differences, showing what that 
difference would be at different hypothetical interest rates If 
Professor Ohlin speaks of the difference, he probably refers to the 
equihbrium^ point, P,, in our diagram 

This pomt Pj m a sense denotes an ex post position, for it 
determines “ the quantity of credit actually given ” At the rate 
of interest correspondmg to that point, ex ante savmg and ex ante 
investment need not be equal In our figure, ex ante T exceeds 
ex ante I by GH This difference is equal to the amount of 
money hoarded (DF) mmus the increase m the amount of money 
(D£), GH bemg equal to EF ^ 

It should be observed that the diagram does not show savmgs 
and investment ex post, nor does it depict “ the process ”,® set 
in motion by the ex ante difference between saving and mvest- 
ment, which brings about the equality ex post between savmg 
and investment 


* Equilibrium in the sense of immediate market equilibrium There 
need be no equilibrium in any more ambitious sense 

* Mr Lerner says that “ this exactly portrays the disturbed state of 
mind of people who declare that saving can be greater than investment if 
the difference is hoarded ” (page 215) Mr Lerner is led to this statement 
by his erroneous and rather naive imputation to other writers of his 
own definition (a) of S and I and (6) of hoarding and dishoarding He 
defines 5 and 1 throughout as identical and ex post, while m the above 
diagram it must be defined ex ante (or, as we shall see presently, d la 
Robertson) Mr Lerner’s defimtion of hoarding and dishoarding, which 
he shares with Messrs Keynes, HcU-rod, Kahn and others, will come up for 
discussion in § 3 of this chapter 

* It may be noted once more that these words used by Professor 
Ohlin are rather misleading Strictly speaking, no process is needed, 
because S and I ex post are equal at einy moment of time The word 
“ process ” suggests—erroneously—^that there is only a tendency towards 
their becoming equal at the end of the process and that they are unequal at 
the beginning and during that process In reality, according to the 
definition given, they are equal at any moment of time 
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Let us investigate a little more the foundation 
Kelation of Professor Ohlin’s theory and draw some further 
between conclusions from it, not all of which have been 

the ex ante stated by the author himself, probably for lack of 
and the period space We shall see that Dr Lutz’s contention is 

analysis right,^ that the Swedish ex ante analysis, if thought 
through to Its logical end, comes very near to 
Professor Robertson’s period analysis As Dr Lutz points out, 
in order to make use of the apparatus of demand and supply curves 
relating to credit, savmg and investment, the period of time 
taken into consideration must be very short, at least so short that 
there do not occur any revisions of the various plans during the 
period * After the period has elapsed, people revise their plans 
m the light of the experience gained durmg the period, in other 
words, the curves relating ro savmg, investment, credit, etc , 
shift to new positions 

The choice of the length of the unit period which suits Professor 
Ohlin’s theory is not to be made on the basis of the same principles 
as the choice of the length of Professor Robertson’s unit period ® 
The latter, Professor Robertson’s “ day ”, is chosen so as to 
make it impossible, in view of the existmg habits of payment, that 
money received durmg the day should be spent during the same 
day, Professor Ohlin’s umt period rests on the postulate that 
plans should remain unchanged durmg the period 

Let us now concentrate on what happens durmg any unit 
period Professor Ohi in draws for the credit market an analogy 
with a village market for eggs where people appear with “ alter¬ 
native purchases and sales plans ” as represented m their demand 
and supply curves * It is not quite clear how far the author 
wishes to carry this analogy, but if he carries it sufficiently far 
by taking a very short period, his theory really coincides with that 

‘ “ The Outcome of the Saving-Investment Discussion ”, Quarterly 
Journal of Economics, Vol 52, August 1938, page 604 

• We abstract from a number of difficulties connected with the over¬ 
lapping of the plans, which is due to the fact that plans of different 
individuals are not always made at the same time and do not all extend 
Over the same period 

* This problem has been well discussed by E Lundberg, loc cit , passim. 

‘ Loc cit , page 423 
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of Professor Robertson, for ex ante saving then becomes savmg 
out of the income received on the day before Perhaps he would 
not want to go so far, because ex ante savmg would then no longer 
be savings out of a future, expected and uncertam mcome, but 
out of an income which has already been received On the other 
hand, the alternative construction presents very serious difficulties 
Clearly, if planned savings were to mean savmgs out of a future 
income, which might not materialise at all, it would not be possible 
to say that “the price of 3% bonds—and thus the long-term rate of 
interest—is fixed on the bond market by the demand and supply curves 
in the same way as the price of eggs or strawberries on a village 
market ” ^ and to explam that planned savings constitue a part of 
the demand for bonds ^ How can future savings constitute supply 
of credit and affect the bond market before they are actually made 

We conclude that the most reasonable interpretation of Professor 
Ohlin’s concept of ex ante saving is “ saving from disposable 

‘ Loc cit, page 424 

• This 13 said very clearly, although not with these words, op cit, 

page 425 “ Will not the planned supply of credit [= demand for bonds] 

be equal to the planned savings ? No, not quite ” And then 

follow the qualifications about hoarding, dishoarding, etc, which have 
been mentioned above, page 184 

• An excess of ex ante saving over ex ante investment, we have seen, 
leads to a deficiency of demand for consumers’ goods and causes losses 
to the retailers This is one of the “ processes ” which bring about 
equality between S and / ex post Clearly, if this construction is to make 
sense, ex ante saving cannot be interpreted as saving out of a future income 
That could not affect retail sales now To be sure, expectations about 
future income may affect present saving as a motive But so will expecta¬ 
tions about a hundred other things, and the manner in which, and extent 
to which, they affect the present situation is by no means uniquely 
determined 

These considerations illustrate a basic difiicultv of the whole ex ante 
(expectation) analysis How can mere plans about the future influence the 
present situation ? People are, on the whole, not so much influenced 
by other people’s expectations or plans, as by their actions Does 
not the whole expectation analysis stand in need of a behaviounstic 
re-interpretation ? As Professor Robertson puts it “ Changes in 
* -nesses ’ [he is speaking of thriftmess] and ' propensities ’ do not in 
themselves exercise any effect on the external world Nor does a decision 
to get up early necessarily indicate any reduction in the propensity to 
lie m bed—it may rather indicate an increased determination not to 
indulge in that propensity I ” (Economic Journal, September, 1938, 
page 555 ) 
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income ” This conclusion is fortified by the fact (stressed by 
Dr Lutz) that an excess of investment over saving has the same 
consequences in Professor Ohlin’s scheme as in Professor 
Robertson’s m both cases, it has a stimulating effect and is 
a characteristic of an expansion of busmess (prosperity phase of 
the cycle) 

If the foregomg mterpretation of Professor Ohlin’s theory is 
correct—that is to say, if it does not exceed what can be deduced 
from his theory, although it contains more than he explicitly says— 
there remain certain mconsistencies and difficulties which call for 
further modifications of the theory ^ 

In so far and inasmuch as the actions of the 
How can individuals are determined by, and foreshadowed 
alternative in, the various schedules, everything happens 
purchase and according to a plan—viz , to that one of the ” alter- 
sale plans be native plans ” of the various individuals which 
disappointed ? corresponds to the interest rate emerging as the 
actual market rate Since Professor Ohlin identi¬ 
fied the ex ante magnitudes with the alternative plans embodied in, 
or represented by, these schedules, it is difficult to see how he can 
speak of people’s being disappointed by events going contrary to 
their plans It is said, for instance, that retailers may find themselves 
with greater stocks than they expected (unintentional investment), or 
with lower receipts than they anticipated (unintentional dissaving) 
Are their actions leading to these results—^viz , cither leavmg the 
sale price unchanged (which entails the accumulation of stocks) or 
reducmg the price (which entails losses and a reduction in saving)— 
not predetermined m their supply schedule ? Everything happens 
according to the various schedules, and if all the possible plans of 
which Professor Ohlin speaks are embodied in these schedules, 
there can be no upsetting of the plans and no disappointment 
There are various ways out of this dilemma The best, which 
rescues a maximum of Professor Ohlin’s theoretical edifice 

‘ Tnese difficulties have been clearly noticed by W Fellner, “ Savings, 
Investment, and the Problem of Neutral Money ", in Review of Economic 
’statistics, Vol 20, November 1938, page 188 Cf also the criticism of 
the ex ante concept by Professor H Neisser in Studies in Income and 
Wealth, vol II, New York, 1938, page i-jz et seq 
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appears to be the abandonment of the identification of the ex ante 
concepts with the schedules mentioned In other words, the 
plans which may be upset and the expectation which may be 
disappomted should be distinguished from what Professor Ohlin 
calls the “ alternative purchase and sales plans ” embodied m the 
various demand and supply schedules The former stretch into 
the future, whilst the latter relate to a point or short period of 
time 

At any moment of time, a man may have (more or less 
consciously) alternative plans of action with respect to sales, 
purchases, savmgs, investment, borrowing, lendmg, etc , under 
different hypothetical prices, interest rates, etc , represented by 
various schedules Nevertheless, he has probably been expectmg 
for some time, more or less confidently, that one of these various 
possible situations would actually arise, or that the occurrence 
of some was more probable than of others Moreover, he is 
likely to have acted in the past on the expectation that some things 
are more likely to happen than others he has laid in stock or 
placed orders for the delivery of goods in the expectation that 
demand for, and the price of, his product will stand at a certam 
level, he has started certain constructions (investment) in the 
expectation that the situation in the loan market would enable 
him to borrow at a certam mterest rate, etc Hence the realisation 
of some of the situations foreshadowed in the instantaneous 
schedules of alternative actions will be m accordance with the long 
(or longer) range plans, the realisation of others will upset them 
But events are still runiung accordmg to schedule—that is, accord¬ 
ing to the instantaneous or short-run schedules ^ 


‘ There remain unanswered, of course, a number of questions—philoso¬ 
phical questions, we may perhaps say—about the precise nature of the 
instantaneous curves Is it justifiable to characterise a demand curve, 
as Professor Ohlin does, as a senes of alternative plans ? This language 
suggests that the various, strictly infinite, alternatives are thought out 
in advance in the mind of the individuals A more behaviouristic 
interpretation may be better, because it allows one to dispense with 
this questionable assumption We cannot here go into these problems 
and, fortunately, need not , for, whatever we answer to these questions, 
it remains true that the plans which are upset must be kept apart from 
the “ plans ” or decisions represented m the instantaneous curves 
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Mr Hawtrey’s distinction between “ designed ” 
Mr Hawtrej's or “ active ” and “ undesigned ” or “ passive ” 
designed and investment is ’'■ery similar to Professor Ohlin’s 
undesigned ex ante and ex post mvestment Mr Hawtrey 
investment refrains, however, from interpreting designed invest¬ 
ment as schedules and thus avoids obscurities 
from which Professor Ohlin’s treatment suffers The sum of 
designed and undesigned investment is total mvestment, which 
IS defined as the “ increment of unconsumed wealth ” and is also 
called “ savmg ” (There is no distmction between “ active ” 
and “ passive ” saving in Mr Hawtrey’s scheme) Designed 
investment is defined as the voluntary acquisition of items of 
unconsumed wealth in the expectation that they will be remunera¬ 
tive, this is what Professor Ohlin calls “ ex ante investment ” 
Undesigned investment is defined as an “ mcrement of unconsumed 
wealth, which is not acquired voluntarily m the expectation of its 
being remunerative, this will be an mvoluntary accumulation 
of unsold goods ”—Professor Ohlin’s unexpected investment ^ 
“ Passive investment ” may be a negative quantity, that is to say, 
active investment may exceed savmg, and the excess will be 
represented by an undesigned dismvestment or decrement of 
stocks of unsold goods Thus active mvestment and savmg 
(— net total mvestment) may be unequal If they are, the resulting 

undesigned mcrement or decrement of unsold goods will be a 
source of disequilibrium, leadmg to a decrease or an increase m 
productive activity and possibly also m the price level * 

^ It 13 not quite clear whether “ undesigned investment ” is identified 
with “ an involuntary accumulation of unsold goods ” or whether the 
latter is only a special case of the former If the former interpretation 
were correct, Mr Hawtrey’s undesigned investment would be a narrower 
concept than Professor Ohlin’s difference between ex ante and ex post 
investment 

* Capital and Employment, London, 1937, pages 176 and 177 See 
also Economic Journal, 1937, page 439 , where Mr Hawtrey discusses the 
relation between his and Ohlin’s concepts The distinction between 
ex ante and ex post, designed and undesigned, 5 and I has been clearly 
anticipated in Professor Robertson’s Banking Policy and the Price Level 
His “ spontaneous lacking ” corresponds clearly to ex ante or designed 
investment and his " induced lacking ” to undesigned investment, which 
IS the difference between ex ante and ex post investment (This was 
pointed out to me by Dr J G Koopmans, The Hague ) 
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It remains to enquire why Mr Keynes finds it 
Saving and necessary to distmguish between saving and invest- 
investment ment We have seen that the formal definitions 
in which he gives on page 65 of his General Theory are 
Mr Keynes’ such that, for society as a whole, S and I are not 
system only equal, but identical, viz , the value of un¬ 
consumed output If that definition were strictly 
adhered to, i" and I would be synonymous symbols, they could be 
used interchangeably and there would be no necessity—in fact 
It would be rather misleading—to retain both expressions 
Now this IS not Mr Keynes’ practice He uses both terms, 
deliberately and not for purely styhstic reasons Moreover, he 
points out that the acts of savmg and of investment are usually 
performed mdependently by different people ^ He insists that a 
process is required to make S and 1 equal, and sees the “ mitial 
novelty ” of his theory in his “ maintaining that it is not the rate 
of interest, but the level of incomes, which ensures equality 
between saving and investment ” ^ 

‘ General Theory, pages 20 and 21, 210 

* r.conoimo Journal, Vol 47, 1937, page 250 It is misleading to saj 
that income must change, in order to ensure the equality of S and 1 
Whatever the level of income may be, 5 and / must be equal, because 
they arc made so by definition The change of level of income comes 
m as a condition only because Mr Keynes takes the ' multiplier ’— 

‘ the marginal piopensity to consume ’ (compare § 4 below for a 
definition of these concepts)—as a constant quantitv He assumes that 
there IS a certain relationship between a (small) increase in investment 
and in income Suppose, for example, the multiplier is 3 (in other 
words, the marginal propensity to consume is 2/3)—that is, to any small 
increment in I, corresponds an increment in Y three times as great If 
that assumption is to be borne out by the facts, we must find that, 
whenever a change in investment has occurred, income must have changed 
by three times as much But the multiplier (alternatively expressed the 
marginal propensity to consume) need not be a stable magnitude inde¬ 
pendent of the nature of the change in I and the surrounding conditions 
(This, Mr Keynes himself has recognised ) Hence, if in a concrete case 
we find that income did not change as we expected on the basis of what 
we assumed about the multiplier, we shall not say ‘ this is impiossible, 
because S is not equal to J ’, or ‘ S can now not be equal to I ', but we 
shall say the multiplier (marginal propensity to consume) was different 
from what we expected 

The same in slightly different formulation If we assume (expect) 
something about the magnitude of the multiplier, we implicitly assume 
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He expressly rejects Mr Hawtrey’s comment that S and / are 
two different names for the same thing ” and “ that, in any sentence 
in which the word ‘ mvestment ’ occurs, the word ‘ saving 
could be substituted for it without any change in the meanmg ’ ^ 
The explanation given of the paradox that the two things, 
although identically defined, are not quite the same is this 
S and I are different aspects of the same thing They “ are neces¬ 
sarily equal in the same way in which the aggregate purchases of 
anything on the market are equal to the aggregate sales But this 
does not mean that ‘ buymg ’ and ‘ sellmg ’ are identical terms, 
and that the laws of supply and demand are meaningless 

The total purchases of a commodity must be identical with the 
total sales of thai commodity, but an individual’s purchases need 
not—and indeed are unlikely to—be equal to his sales of the same 
commodity In the same way, total savings are identical with 
total investment, if we employ Mr Keynes’ definitions, but an 
individual’s savings need not be equal to his investment It may 
be useful to retain the two separate terms “ saving ” and “ mvest¬ 
ment ”, since, even with Mr Keynes’ definitions, they arc not 
necessarily equal when reference is made to an mdividual 

There is a second reason for the retention of the two terms. 
iVltnough the total purchases of a commodity are equal to the 


(expect) something about the change in income subsequent to a change, 
say an increase, in mvestment Income must change not because it is 
necessary to ensure the equality between S and /, but because we have 
assumed it by assuming the multiplier 

We have here an example of a confusion between a terminological 
relationship between symbols (in other words a relationship between 
concepts by definition) and an empirical relationship betw een conceptually 
independent magnitudes In other words the impression is created 
that a statement is made about an alleged regularity in the real world, 
whilst in reality a rule is given for the consistent application of the terms 
On the relationship between ‘ multiplier ' and ' marginal propensity 
to consume’m Mr Keynes’ system, compare § 4 below and G Haberler 
‘ Mr Keynes’ Theory of the Multiplier ’, in Zeilschrijl fur Nationaloko- 
nonne, Vol 7, 1936, pages 299 et seq On the logical and methodological 
principles involved, see T W Hutchinson The Siqntficance and Baste 
Postulates of Economic Theorv, London, 1938, passim ” 

* Ibid , page 249 

* Ibid Cf also General Theory, Chapter 7 
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total sales of that conunodity, the motives of purchasers differ 
from those of sellers. In the same way, the motives for mvestment 
differ from those for savmg, and the word “ mvestment ” may be 
used for the value of unconsumed mcome when the context refers 
to the motives of investors, while the word “ savmgs ” may be 
used for the same quantity when it is desired to emohasise the 
motives of savers ^ 

§ 3 HOARDING, LIQUIDITY PREFERENCE AND THE RATE 
OF INTEREST 

The theory of mterest has for a long time been a weak spot m 
the science of economics, and the explanation and determination 
of the interest rate still gives rise to more disagreement among 
economists than any other branch of general economic theory 
For a long time, the theory of interest has had 
The “ pure ” two distinct branches or stages There is {a) the 
theory “ pure ” theory of mterest m essentially non- 
of mterest monetary terras explammg the rate of mterest as 
the price of capital, determmed by the margmal 
productivity of capital in a technological sense and by certam 
psychological factors (time-preference) influencing the relative 
urgency of present and future needs. Professor Marget® calls 
these doctrines “ real capital theories ” (That some writers, 
chiefly the followers of Bohm-Bawerk, go on to interpret margmal 
productivity of capital m terms of a lengthening or shortening 
of the period of production, whilst other writers object to that 
interpretation, has been mentioned on an earher occasion) * 


‘ Further elaborations will be found inG Haberler “ National Income, 
Savmgs and Investment ”, in Stitdies in Income and Wealth, Vol II, 
published by the National Bureau of Economic Research, New York, 
1938 

• In a series of (unpublished) lectures delivered at the London School 
of Economics, 1933, and m an unpublished paper submitted to the Ame¬ 
rican Economic Association at its meeting in Atlantic City, December 
1937 The history of the two groups of theories and of the attempts 
at bridging the gap between them will be traced in Professor Marget’s 
forthcoming Vol II of his Theory of Prices 

* See footnote * on page 40 above 
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We have (/>) a monetary theory of the rate of 
The “ loanable- mterest which runs m terms of demand for and 
fund ” theory supply loanable funds or credit or claims Elabo- 

of interest rate attempts have been made at reconcilmg and 
integratmg these two branches In the Wicksellian 
and neo-Wicksellian literature—^ g, as reviewed above m Chapter 3 
—a detailed analysis is given of the mechanism by which, and the 
routes through which, pecuniary surface forces realise or falsify 
the fundamental relationship postulated by the “ pure ” theory of 
interest One may very well hold that this integration has not 
been satisfactorily achieved, but one cannot say in justice that the 
problem has not been recognised 

The monetary theory of interest in terms of supply of and demand 
for loanable funds has to be regarded as a first approximation to a 
more elaborate treatment of the matter It has been presented m 
the first edition of this book, it is the theory expounded by 
Professor Ohi in, as reviewed above in § 2 of this chapter (page 183) 

It is, as Professor Robertson puts it, “ a common-sense account 
of events ” which attempts to give “ precision to the ordinary 
view enshrined m such well-known studies of the capital and credit 
market as those of Lavington ^ and Hawtrey, as well as m a 
thousand newspaper articles ” ^ 

This “ common-sense ” explanation of the rate of interest, 
and the more elaborate theory behmd it, has been criticised by 
Mr ICeynes and other writers He has replaced it by a purely 
monetary theory, in which the rate of interest is completely 
divorced from the demand and supply of saving and explamed 
mstead by means of the “ liquidity preference schedule ” and the 
quantity of money ® 

• The English Capita’ Market, London, 1921 (3rd ed , 1934) 

• Economic Journal Vol 47 page 428 

• Professor j K Hicks too m his book Value and Capital (which 

appeared—Oxford 1939—when this edition was already m print) 
distinguishes between “ real capital ” theories of interest and “ loanable 
funds ” theories (page i ‘>3) He calls this a “ serious d'vision of opinion ” 
which marks a “ real dispute ” “ But the real dispute has lately been 

complicated by a sham dispute within the ranks of those who adhere to 
the monetary approach ” This refers to the dispute between Mr Keynes 
and his followers on the one hand and the demand-for-and-supply-of- 
loanable-funds theorists on the other hand 
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Before we analyse more closely Mr Keynes’ 
Mr Keynes’ theory, we may clear the ground by reviewmg the 
criticism of the reasons, given by Mr. Keynes and his followers, for 
“ classical ” rejectmg the traditional theory of the rate of 
theory interest 

of interest The greater part of Mr Keynes’ criticism m 
the chapter on “ The Classical Theory of Interest ”1 
IS directed agamst what we have termed above the “ pure theory 
of interest ” and, more particularly, against that version which 
explams the rate of interest by the interaction of demand and 
supply of saving or capital Mr Keynes pomts out that there is 
no “ material difference ” between “ the demand curve [for capital] 
contemplated by some of the classical writers ” and his “ schedule 
of the marginal efhciency of capital or investment demand- 
schedule ” ** Against this demand curve, some classical writers set a 
supply curve of capital—that is, a curve showing how much saving 
(or capital) would be supplied at different hypothetical interest 
rates The intersection of the two curves then determines simul¬ 
taneously the rate of interest and the amount saved and mvested 
Criticising this scheme, Mr Keynes rightly pomts out that the 
amount saved depends, not only on the rate of interest, but also 
on the level of income In fact, most writers agree concemmg 
the manner in which the rate of saving depends on the level of 
income the higher the mcome level of an individual, the higher 
tends to be the amount saved * It is not so clear, on the other 
hand, how a rise in interest rates will affect the rate of savmg * 


' Cf General Theory, Chapter 14, pages 175 to 193 

• Loc cit, page 178 

• In some contexts, Mr Keynes and many other writers make a 
stronger assumption they assume that when incomes rise, not only the 
absolute amount of saving rises, but also the proportion of income saved 
goes up This is, for instance, implied by the widely accepted proposi¬ 
tion that a more unequal distribution of the national income tends to 
increase the amount saved by society as a whole 

‘ It has frequently been pointed out that some people may save less 
at a higher than at a lower interest rate, although it has been widely 
assumed that, for very low rates of interest, the savmg incentive for 
the community as a whole tends to vanish 
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For short-run fluctuations, however, important 
The propensity quahfications must be made, even m respect of 
to consume the first-mentioned relationship—viz., that between 
in the the amount of savmg and the level of income If 
short-run we say that there is widespread agreement among 
economists to the effect that the amount of saving 
IS positively correlated to the level of income, that refers to 
individuals—not necessarily to society as a whole, because of 
possible changes in the distribution of income—and under settled 
conditions Especially in the case of rapid changes, the rate of 
change of income and recent fluctuations of the mcome level 
undoubtedly play an important role If, for example, the income 
of a person rises unexpectedly, at first consumption may not rise 
at all, later on, the level of consumption will be gradually raised 
Furthermore, expectations entertained by the individual about the 
level of income in future periods play a leading role and these 
expectations will be profoundly influenced by the history of recent 
fluctuations ' 

To return to the dependence of the rate of savmg 
Interdependence upon the level of income for each income level, 
of demand for a separate curve showing how much would be 
and supply saved at different interest rates ought to be drawn ® * 
of saving This bemg agreed upon, the next step in Mr Keynes’ 
criticism follows conclusively the demand and 

‘ These remarks are by no means intended to be exhaustive The 
problem could be settled only by extensive empirical studies Some 
further observations will be found in Chapter 10, § 6, below Here the 
aim IS to caution the reader against accepting too easily the view now 
prevalent that the positive correlation between income and tne amount 
of saving can be taken as a secure basis of further deductions for the 
purpose of explaining the business cycle as well as for long-run tendencies 

• It would be easy to construct a three-dimensional diagram exhibiting 
the dependence of the rate of saving on the two factors level of mcome 
and rate of interest A complete theory would have to take still other 
factors into consideration —e g , the rate of change of income 

• Mr Keynes has not included in his theoretical scheme (although he 
has made some slight allusions to it) the obvious fact that investment 
(demand for capital), must be assumed to depend, not only on the rate of 
interest but also on the level of income 

Mr J R Hicks and Mr O Lange, in their respective diagrammatic 
expositions of the Keynesian theory (“ Mr Keynes and the ' Classics ’ , 
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supply curves of saving are not independent of one another If, 
for instance, there appears a new stimulus to investment, if, that is 
to say, the investment demand curve shifts upward, income will, in 
general, rise and tlie supply curve of saving will shift too Like¬ 
wise, a shift in the latter will make the demand curve shift 

To sum up the mam defect of the “ classical ” theory of mterest, 
accordmg to Mr Keynes, is that it treats income as a given 
magnitude, as a determmant of the system and not as a variable. 

If this criticism is valid as regards the static or equilibrium 
theory of interest,^ it would not appear to apply to the short-run 
or monetary theory of the rate of interest as developed by the 
followers of Wicksell In this theory, the variability of mcome 
dependmg upon the shifts m the investment-demand and savmg- 
supply curve is not neglected, for a continuous and sustained 
change m income is an essential feature of the Wicksellian cumu¬ 
lative process A rise m income is characteristic of an expansion 
process, a fall of income, of a contraction process Moreover, 
this theory allows for the purely monetary influences on the rate 
of interest, indeed, these influences operatmg on the actual market 
rate of mterest are, as we have seen in Chapter 3, the very essence 
of the theory ® 

What, then, are Mr Keynes’ objections agamst the theory which 
conceives of the rate of mterest as determined by demand for and 
supply of credit ^ 


A Suggested Interpretation ”, in Econometnca, Vol 5, 1937, and *' The 
Rate of Interest and the Optimum Propiensity to Consume ”, in Economica, 
February 1938), have filled that gap It would, however, seem to be 
more correct to say that the investment demand depends on the rate of 
change rather than on the level of income That amounts to introducing 
into the system the acceleration principle which is a dynamic relationship 
(m a sense which will be discussed in § 6 of this chapter) 

1 Whether this theory, in spite of its admitted shortcomings, has not 
its merits, in relation to long-period equilibrium or as an ideal case realis¬ 
able under certain special assumptions or as a purely theoretical standard 
of reference, we need not discuss in this connection, because we are here 
concerned more with the short-run (monetary) variety of mterest theory 
which IS used in business-cycle analysis 

• Mr Keynes accuses the “ orthodox ” theory of having overlooked 
these monetary influences, hence he must have the “ pure ” theory of 
interest in mind Cf his “ The Theory of Interest ” m Lessons of Mone¬ 
tary Experience, New York, 1937, i 47 
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We are not here concerned with the concept of 
Criticism of the “ natural ” or “ equilibrium ” rate of interest (as 
the monetary discussed in Chapter 3), but with the underlying 
theory explanation of the market rate by means of demand 
of interest and suppJy curves of credit, as developed in 
Chapter 3, and niore fully in § 2 of this chapter in 
elaboration of Professor Ohlin’s theory We recall that demand 
for and supply of credit is not the same thing as demand for and 
supply of {ex ante) saving, but that the curves relatmg to the 
latter form a part of the curves relating to credit 

Objections are raised against that theory on the ground of its 
implying {d) that “ saving is not necessarily equal to investment ”, 
(jf) that “ the amount of money hoarded is not necessarily equal to 
the increase in the amount of money ” ^ 

The first of these two difficulties has already been discussed in 
§ 2 of this chapter, it would appear to arise from the various 
possible meanings which may be attached to the terms “ saving ” 
and “ investment ” If these terms are defined in the manner 
proposed by Professor Robertson, the difficulty would seem to 
disappear, and Profesor Ohlin’s analysis, if carried to its logical 
conclusion, gives the same result 

The second difficulty, concerning the term 
The concept “ hoardmg ”, requires careful consideration, because 
of It has been an important source of confusion and 
“ hoarding ” misunderstanding in recent years 

The term “ hoarding ” is alien to Mr Keynes’ 
termmological system It is used only when reference is made to 
theories of other writers In such cases, however, it would seem 
that the term is used m two distmct senses, and the sense which, 
in most cases, is applied and attributed to other writers would seem 
to differ from the meanmg attributed to it explicitly or imphcitly 
by those writers themselves 

According to this defimtion, “ net new hoarding ” (in the sense 
of the amount hoarded, that is, of the result of this activity, 

“ hoardmg ”, durmg a certam period) is the same thmg as the 

* A P Lerner “ Alternative Formulations of the Theory of Interest ”, 
m the Economic Journal, Vol 48, June 1938, page Z15 
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increase m the quantity of money durmg that period For, if an 
individual’s net hoarding in any period of time is defined as the 
addition which he makes to his holding of money during that 
period, the net hoardmg of the whole commumty must be equal to 
the net increase in the amount of money m existence “ Dishoard¬ 
ing ” (in the sense of the amount dishoarded) is the same thing as a 
decrease in the quantity of money The total amount hoarded 
at any time “ must be equal to the quantity of money ” ^ 
“ Holding money ” and “ hoarding money ” are thus synonymous 
terms, and smce all the money m existence at any moment of time 
is held by somebody—if it were not “ held ” by somebody (if, 
for example, it had been lost), it would not be counted as being in 
existence—all the money is always hoarded 

In a few cases, however, another definition is given of hoarding— 
VIZ “ the quantity of money minus what is required to satisfy the 
transaction-motive —in other words, idle or inactive money, 
including notes, coins and deposits or whatever is regarded as 
money Net hoarding or dishoarding during a given period 
means, then, an increase or decrease of idle balances This 
definition would seem to be roughly equivalent to the general 
meaning of the term * On some occasions, however, the two 
concepts are used interchangeably although what holds true of 
one of these concepts need not and will not be true of the other In 
particular, the theory ® that any attempt of the public to hoard can 
only push up the interest rate, but cannot increase the aggregate 
amount hoarded unless the banking system increases the amount of 
money, is correct only if hoarding is defined in the wider (unusual) 
sense If it is defined as an accumulation of idle balances, the 
public can hoard without any help from the banks Even if the 


■ General Theory, page 174 

* As IS usual with economic terms, there are points of detail where 
the general usage is not unambiguous They will be discussed presently 

• This argument has been frequently expressed in recent years See 

for instance, J M Keynes, General Theory, page 174, and Economic 
Journal, 1937, pages 250-251 , A P Lerner, “ Mr Keynes’ General 
Theory of Employment, Interest and Money ” {International Labour 
Review, Vol 34, October 1936, page 435 , R F Harrod, Zeitschnft 
fur Nationalokonomie 1937, 494 R F Kahn, Economic Journal, 

Vol 47, 1937, page 671 
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quantit7 of money is kept constant, the amount of tdle balances 
can be ini. eased by the pubJic at the expense of octwe balances 
It IS desirable, therefore, to define more precisely the meaning 
of the term and to state sme of its imphcations and corollaries 
The concept of “ idle balances ” presupposes the 
The concept assumption of some sort of an average or normal 
oj “ idle rate of turnover or velocity of circulation For, in 
balances ” order to make the concept precise, it must be speci¬ 
fied how long a balance is to remain idle, so that 
It should be regarded as falling under the category of idle 
balances ” Overnight, all balances are idle, and over a sufficiently 
long period, all may have been active, in the sense of having been 
turned over. 

People sometimes separate the balances which they keep “ idle ” 
from those which they “ use ”, by putting the former on savings 
or time accounts while keeping the latter on checking accounts 
But such IS not always the case and, if it is not, one cannot ascertain 
■whether an individual or society as a whole has hoarded or not by 
comparing the amount of money held (by the individual or by all 
individuals) at different points of time We may express this by 
saying that hoarding has a time dimension 

Hoarding and dishoarding thus means or implies 
Hoarding a decrease or increase in the velocity of circulation 

and the of money V, or an increase or decrease in the reci- 

veloaty of procal of V —that is to say, in the Marshallian ^ k 
Circulation Should we then say that “hoarding” (“dishoard- 
oj money ing ”) and “ decrease (increase) of K” are synony¬ 
mous terms ^ This is a terminological question which 
It IS difficult to answer definitely on the basis of the general usage of 
the terms involved Let us briefly and roughly consider the main 
forces responsible for changes in 1 /(interpreting it, for the moment. 


' It as hoped that further details lying behind the concept of “ velocity " 
may remain undiscussed—viz ,the fact that we have, strictly speaking, 
to distinguish betweena "transaction-velocity ", an “income-velocity ” and 
some other varieties, and correspondingly between a “ transaction-li ", 
an “ income-A ”, etc , the formal nature of the relation between V 
and k —viz , that of reciprocity—^remaimng in all cases the same On 
this, compare the literature quoted above. Chapter 3, § 6, page 62 
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as “ transaction velocity ”). V will change [a) if the habits of 
payment (<? g , the income period) change, (^) if, with stable habits 
of payment, some money is “ withheld from circulation ”, or {c) if 
money flows mto spheres (say agriculture) or regionswhere its 
velocity of circulation is smaller than in those cy'hercs or countries 
whence it came 

Some writers may prefer to reserve the term “ boat ding ” for 
such changes in V as are due to the factor {h), (ci, perhaps, to {a) 
and (^)), they would then have to say that T ' is also subject to 
changes for reasons other than hoarding To confine the term 
“ hoarding ” to phenomenon (^) would seem to correspond best to 
the defimtion of hoardmg as the accumulation of idle deposits (unless 
the term “ idle deposit ” is given a rather wide meanmg ) Suppose, 
for instance, that habits of payment so change that certam mcomes 
which have been, so far, paid out m weekly instalments are, from 
now on, distributed in monthly payments Assummg that before 
and after the change in the length of the income period has occurred, 
aU money received is spent gradually during the respective mcome 
period, then the velocity of money is decreased, the money rests, on 
the average, longer in the pocket (or on the account) of the income 
receiver Nevertheless, such deposits would presumably still be 
regarded as active, and not as idle, deposits 

The whole matter is, however, one of convenience and custom 
one might just as well say that the deposits m question have become 
less active (that is, they are spent less frequently) and hence speak 
of an “ act of hoarding ” But we need not here come to a 
definite decision or, rather, make a definite termmological proposal 
Suffice It to call attention to the various possibilities 
From the pomt of view of the feasibility of statistical measure¬ 
ment, the definition of hoarding as equivalent to a change m V 
seems to be more convenient, because an actual separation of the 
mfluence on V of the three factors mentioned above will, in 
most cases, prove to be impossible. 


‘ Thus lias been frequently mentioned in connection with international 
flows of funds C/, for example, J Viner Studies in the Theory oj 
International Trade, Chapters VI and VII, passim 
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One more word on the definition and measure- 
- ^ ment of hoarding by an individual (person, house- 

epmUon oj firm) may be in order We shall say that an 

oar ing j hoarded (dishoarded) if the fraction 

an tndtvidual , \ 

mcome (or transaction) 

-decreases (increases) It 

average cash holding 

will be observed that this expression is the reciprocal of the 
Marshallian k * Hence, if an mdividual’s volume of transactions 
or mcome rises (falls) and his average cash holdmg rises (falls) m 
proportion, the mdividual neither hoards nor dishoards If, for 
instance, somebody’s monthly income used to be $200, was 
received on the first of each month and spent evenly durmg the 
month, and if the income now rises to $400, which is again received 
on the first of each month and spent evenly during the month, 
the average cash holding per day has become twice as high as 
before, but no hoarding has occurred The same is true if income 
and average cash holding fall part passu It is, of course, possible 
for a decrease in mcome to induce a person to dishoard—that is, 
to reduce his expenditure by less than his mcome and to deplete 
available cash resources But looking at the average cash balance 
alone, we cannot tell whether hoarding or dishoarding has 
occurred or not This point is frequently overlooked * 


' h usually refers to income , it is then the reciprocal of income velocity 
But there is, as was pointed out above, a ’* transaction-^ ” It will be 
observed that it does not matter whether we express the magnitudes 
involved (income, volume of transaction, average cash holdmg) in mone¬ 
tary or in “ real ” terms {eg, in wheat, as Professor Pigou, following 
Marshall, does), because the denominator and numerator of the fraction 
would have to be deflated bv the same index number, if we changed from 
one numdratre to another 

• If we adopt this definition in respect to individual hoarding, and if 
we agree that any hoarding by society as a whole must be allocated to 
certain individuals, we have implicitly answered the terminological 
questions raised above as to the relation between the “ hoarding ” and 
‘* velocity ” concepts Suppose there is no change in the habits of pay¬ 
ment , if, then, demand shifts in such a way that the income of people 
who hold a small proportion of their income in the shape of money 
(whose k 19 relatively small) decreases, while the income of people who 
hold a large proportion of their income in money (whose k is great) 
increases, velocity of circulation decreases for society, whilst nobody 
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Finally, it should be observed that the total amount which an 
individual or a firm is able to hoard durmg a given period is by no 
means always limited by the mcome received during this period or 
by net new saving It would perhaps be better to refrain from 
saying that a part of income or of savmg is hoarded and, instead, 
to speak only of the hoardmg of money But whether this 
terminological rule is observed or not, it should be clear that an 
individual (firm) may hoard, besides money income, all the money 
received from regular sales We then speak of the hoarding of 
amortisation quotas and of workmg capital In addition an indi 
vidual may sell any asset m his possession and hoard the proceeds- 
Or he may borrow (sell claims) and hoard the proceeds of the loan ^ 
We can pass now to Mr Keynes’ theory of the rate of mterest 
and investigate whether or not it is compatible with the traditional 
views 

Mr Keynes holds that the rate of mterest. 
The definition contrary to the traditional view, accordmg to which 
of the rate of it is “ the reward of not spendmg ” (on consump- 
interest tion), is “ the reward of not hoardmg “ the 
reward for partmg with liquidity for a specified 
period ” ® It “ IS a measure of the unwillmgness of those who 
possess money to part with their liquid control over it The 
rate of mterest is not the ‘ price ’ which brmgs mto equihbnum 
the demand for resources to invest with the readmess to abstam 
from present consumption It is the ‘ price ’ which equilibrates 
the desire to hold wealth m the form of cash with the available 
quantity of cash 


need have hoarded, on our definition This would, for example, be the 
case if demand for agricultural products increases (assuming that the 
farmer’s k is greater than the industrialist’s k) 

' Mr Keynes is, of course, quite right in saying that “ the decision to 
hoard is not taken absolutely ” (General Theory, page 174) It may 
depend on the price obtainable for certain assets Given a certain 
situation, we may conceive of a demand curve for idle balances plotted 
against the rate of interest 

• General Theory, page 174 

• Ibid, page 167 Precisely the same definition has been given by 
Professor Albert Hahn in his Volkswirtschafthche Theorie des Bankkredtis, 
Tilbingen, 1920 

• Ibid , page 167 
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However, as Professor Robertson ^ and others have pointed 
out, one alternativt would not seem to excJude the other; the rate 
o£ merest may well he regarded a^ a reward both for not-con- 
suming and for not-hoarding In order to earn interest, one must 
normally refrain not only from beeping money idle (from hoardmg 
It), but also from spending it for consumption But the first 
(Mr Keynes’) condition is, perhaps, less essential than the second. 
As everybody knows, hanks sometimes pay interest on demand 
deposits If, then, hoarding takes the form of keeping idle 
deposits (rather than notes or coins), it does not preclude their 
earning interest on the amount hoarded, and the rate of interest 
cannot be said to be the reward for «(?/-hoarding It is true that the 
rate of mterest on demand deposits is usually lower than the rate 
on time deposits ot the bond rate But this is not necessarily so, 
we can easily conceive of a situation where we have the same 
rate for all kmds of assets, and there have been instances when 
short-term rates of interest have been higher than long-term 
rates Hence, the deposit rate (reward for hoarding) may be higher 
than, for instance, the bond rate (reward for partmg with liquidity) 
About the definition of the rate of interest, there is no real 
difference of opinion Everybody means the same by “ rate of 
interest ” (at least, by the “ explicit ” rate of interest)—viz , “ the 
price of debt or of a loan which is evidently the same as a debt ® 
Disagreement arises only when it comes to explaining the factors 
which determme the level of and fluctuations m the rate of mterest 


• Economic Journal, 1937, page 431 “ The fact that the rate of 

interest measures the marginal convenience of holding idle money need 
not prevent it from measuring also the marginal inconvenience of abstain¬ 
ing from consumption Deciimulation, as well as keeping hoarded, is an 
alternative to keeping invested ” 

• Keynes General Theory, page 173, bottom 

• Everybody means by “ the rate of interest ’’ the rate of interest 
on money loans—money loans of different duration security, etc By a 
money loan, we mean a loan winch is expressed m terms of money 
Interest and principal could be expressed in terms of other things than 
money But even if they are expressed in money, the loan need not be 
paid out or repaid in money (cash) It may be given and repaid in kind 
and still be a money loan Hence, what is needed is a numeraire and 
not actual money of exchange 
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How does Mr Keynes’ theory in this respect 
Liquidity differ from the traditional views ^ Accordmg to 
preference Mr Keynes, the rate of interest is the resultant of 
demand two factors liquidity preference and the quantity of 
for money, money. “ Quantity of money ” we can translate 
by “ supply of money ” The money is taken as 
fixed by the monetary authorities, or the banking system, according 
to some principles of monetary policy It may conceivably be a 
function of the rate of interest —that is, the banks may, for example, 
pursue the policy of expandmg the supply when the rate of interest 
rises But, usually, this is not the case It should be noted that 
by “ supply of money ”, Mr Keynes means the total supply for all 
purposes and not the supply of loanable funds alone In this latter 
sense, the term “ supply of money ” is frequently used in the 
financial literature on the “ money ” market 

It IS not so easy to mterpret the term “ liquidity preference ” ^ 
“ The subject is substantially the same as that which has been 
sometimes discussed under the heading ‘ Demand for Money ’ 
Hence we may formulate the rate of interest is determined by 
demand for, and supply of, money rather than by demand for, 
and supply of, saving or credit (loans) 

At first sight, this theory seems indeed revolutionary and 
to run counter to many well-established doctrines. This impres¬ 
sion IS strengthened by Mr Keynes’ apparent denials that an 
increase in the rate of saving, ceteris paribus, tends to lower the 
rate of interest, that a rise m the marginal efficiency of capital 
(demand for loanable funds) resultmg, say, from a new mvention 
or from a turn of the general sentiment towards optimism tends, 
ceteris paribus, to raise the rate of mterest ® He seems to imply, 
furthermore, that any mcrease m the quantity of money, ceteris 
paribus, tends to depress the mterest rate (at least m the first 
instance, notwithstandmg mdirect and psychological repercussions) 

‘ On the various meanings with which it is used by Mr Keynes in dif¬ 
ferent places in his writings, compare, especially. Max Millikan “ Liqui¬ 
dity-Preference Theory of Interest ”, in American Economic Review, 
Vol 28, June 1938, pages 247 et seq 
‘ General Theory page 194 
* Ibid, pages 14O, 165, 184 and 185 
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A more careful analvMs of what is meant by “ liquidity prefer¬ 
ence ” Of “ demand of money ” will show, however, that the real 
difference between Mr Keynes’ theory and the theory which 
explains the rate of interest and its daily fluctuations by the mter- 
action of demand for and supply of credit or loans (not saving) 
IS not so great as may at first sight appear A fundamental 
disagreement seems to arise, mainly because hidden assumptions 
are overlooked, especially those which are covered by the ceterts- 
panbus clause The “ other things ” which are assumed to remain 
unchanged are not the same for all writers Hence their disagree¬ 
ment is frequently due to their failure to realise the fact that they 
start from different assumptions, rather than to the fact that they 
arrive at different conclusions under the same set of assumptions 
Mr Keynes distinguishes three motives for 
Three holdmg monej (/) the transactions-motivc, («) 
motives the precautionary-motive and (in) the speculative- 
for holding motive The transactions-motive is defined as 
monej “ the need of cash for the current transactions of 

personal and busmess exchanges and is spht up 
into the “ income-motive and business-motive ” ^ “ One reason 
for holding money is to bridge the interval between the receipt 
of income and its disbursement and, similarly, the 

interval between the time of incurrmg business costs and that of 
the receipt of sales proceeds In other words, a certam 
amount of money is required to “ handle ” a certain income and a 
certam volume of transactions How much money is needed 
depends on the velocity of circulation of money and is determmed 
by the habits of payment and other factors which have been touched 
upon in an earlier chapter, where references to the relevant literature 
are to be found ® 

The precautionary-motive is described as the desire to hold 
cash “ to provide for contingencies tequirmg sudden expenditures 


• General Theory, page 170 

• Ibtd, page 195 

• Compare footnote • on page 59 (Chapter 3, § 6) The locus classicus 
of the discussion of these problems is Professor Marget's Theory of Prices, 
New York. 1938 
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and for unforeseen opportunities of advantageous purchases 
Mr Keynes assumes that the amount of money needed for this 
purpose, as well as the amount needed for transaction purposes, 
depends on, and vanes with, changes in the actual level of activity 
(more precisely, volume of transactions) 

By the speculative-motive, Mr. Keynes means the inducement 
to hold money for the purpose “ of securing profit from knowmg 
better than the market what the future will brmg forth ” * If, for 
instance, one expects the price of debt (eg , of bonds) to go down— 
that is, the rate of interest to rise—one will try to change from debt 
to money, to sell bonds and hold money Mr Keynes believes 
that “ general experience indicates that the aggregate demand for 
money to satisfy the speculative-motive usually shows a continuous 
response to gradual changes m the rate of mterest —i e , there is a 
contmuous curve relating to changes in the demand for money to 
satisfy the speculative-motive and changes m the rate of mterest as 
given by changes m the price of bonds and debts of various 
maturities ” ® 

Mr Keynes believes, furthermore, that it is 
Hoarding and roughly true that the total amount of money. My 
the rate of can be divided mto two parts, M, and M^, of which 
interest the first part, M„ is held to satisfy the transactions- 
and precautionary-motives and the second part, 
Afj, to satisfy the speculative-motive * Mj may thus be called 
active or circulatmg money, whilst is hoarded or idle or 
mactive money varies with the level of income or, rather, 

with the volume of transactions depends on the interest 

rate m such wise that it rises when the mterest rate falls and falls 
when the mterest rate rises 

This would seem to be the most important new relationship 
introduced by Mr Keynes, new, not m the sense that it has never 

' General Theory, page 196 
' Ibid , page 170 
* Ibid , page 197 

' Ibid , page 199 Mr Keynes realises that this is not quite correct, 
because “ the amount of cash which an individual decides to hold to 
satisfy the transactions- and precautionary-motive is not 

entirely independent of what he is holding to satisfy the speculative 
motive ” 


15 
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been suggested in the literature, but in the sense that it has never 
been carried through consistently We may formulate this theorem 
also by saying that hoarding tends to be stimulated by a fall, 
and checked by a rise, in mterest rates. Hoarding becomes cheaper 
when mterest rates fall, and costly when they rise In still other 
words, we may say that the velocity of circulation of moneys is 
positively correlated to the rate of mterest * 

It will be convenient m the followmg analysis to distmguish 
sharply between liquidity preference in the wider sense and m the 
narrower sense By the former, we mean the demand for money 
for all purposes, mclusive of the transaction purpose (M, + 
by the latter, demand for idle balances, M^, alone The narrower 
definition corresponds better to the everyday meaning of the term 
“ liquidity preference ” We shall therefore call it “ liquidity 
preference proper ” If somebody sells an asset agamst money 
and keeps the proceeds idle or if he refrains from spending all 
his money receipts as usual, we may describe that as an increase in 
his liquidity preference Suppose, on the other hand, that wages 
rise but mterest rates remain constant because the banks increase the 
money supply, then the average cash holdmgs of the working 
population will rise, and we have to describe that in Mr Keynes’ 
termmology as a rise in liquidity preference in the wider sense 
more money is held for transaction purposes ® 


• We think of the velocity of A/, whilst Mr Keynes (General Theory, 
page 201) speaks of the velocity of M, alone Mr Keynes speaks further¬ 
more of income velocity rather than of transactions velocity 

• A very instructive mathematical and diagrammatic exposition of 
these relationships and of Mr Keynes’ General Theory, in toto, has been 
given by Dr Hicks “ Mr Keynes and the Classics ”, Econometrica April 
1937, hy O Lange “ The Rate of Interest and the Optimum 
Propensity to Consume ”, in Economica, February 1938, pages 12 et 
seq Of the latter, Mr Keynes says that it " follows very closely and 
accurately [his] line of thought ” (Economic Journal, Vo\ 48, June 1938, 
page 321 ) 

• Mr Keynes himself states his theory sometimes in terms of liquidity 

preference in the wider sense and sometimes in terms of liquidity prefer¬ 
ence proper An example of the latter will be found in Economic Journal, 
1937, page 250 “ If we mean by ' hoarding ’ the holding of idle balances, 

then my theory of the rate of interest might be expressed by saying that 
the rate of interest serves to equate the demand and supply of hoards ” 
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This terminology does not appear to be in accord with everyday 
language 

Let us now consider how far Mr Keynes’ liquidity-preference 
theory and the traditional demand-for-and-supply-of-loanable-funds 
theory of interest are really at variance 

Take, first, an increase of the demand for capital— 
How a rise tn that is, in Mr Keynes’ termmology, an upward 
investment shift of the schedule of the marginal efficiency of 
demand capital, which is characteristic of the prosperity 
influences the phase of the business cycle Suppose an increase 
interest rate m consumers’ expenditure (however brought 
about) or improved expectations or mventions 
make entrepreneurs eager to invest They demand investible 
funds, and, according to the traditional views, that will tend to 
drive up interest rates 

In spite of the impression to the contrary, this is not m contra¬ 
diction with Mr Keynes’ theory We have only to translate what 
we have just said into his termmology There are, m fact, two 
possibilities First, if an entrepreneur borrows additional money 
from the market m anticipation of a future mcrease m his expen¬ 
diture for mvestment purposes,^ this represents an mcrease m his 
liquidity preference, for his demand for money has mcreased 
without either a fall m interest rate or, as yet, a rise in the volume 
of transactions But, secondly, the entrepreneur may borrow 
additional funds no quicker than he spends additional funds on the 
mcreased mvestment In this case, as mdeed m the previous 
case also, there will be a rise m the volume of busmess transactions, 
and this will lead, sooner or later, to an mcreased demand for 
money to finance the larger turnover This will mvolve a rise m 
mterest rates, accordmg to Mr Keynes, because less of the existmg 
supply of money will remam available to satisfy the speculative 
motive for liqmdity 

In either case, therefore, if the supply of money does not rise, 
the rate of mterest must go up This qualification about the 
supply of money ca nn ot give rise to any disagreement, for it will 

f This case is an example of the demand for “ finance ” for planned 
investment, which is discussed below, page 212 
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be accepted by the adherents of the traditional views All agree 
that, m spite of an increase in demand for loanable funds, the 
mterest rate will not go up if (a) the banks supply the necessary 
funds or (b) the public supplies them by dishoarding at unchanged 
interest rates 

Case {a) has been recently described by Mr Keynes, alternatively, 
as an increase of the willmgness of the banking system to become 
illiquid, wluch cancels the rise m the liquidity preference of the 
public “ One could regard the rate of interest as bemg 
determined by the interplay of the terms on which the pubhc 
desires to become more or less liquid and those on which the 
bankmg system is ready to become more or less illiquid Apart 
from terminological differences, therefore, this theory and the 
loanable-fund (in this case bank-fund) theory would seem to be 
almost identical 

In Mr Keynes’ terminology, case (b) would have to be construed 
as a decrease in the liquidity preference of those who are “ willing to 
release cash which cancels the increase m the liquidity preference 
of the entrepreneurs and thus leaves the interest rate constant 

When the entrepreneurs then spend the money on wages, etc , 
they become less liquid (their liquidity preference decreases), but 
the successive recipients of the money become more liquid (their 
liquidity preference increases) This can also be expressed by 
saying that income (or transactions), which is one source of the 
demand for money, goes up More money is needed to satisfy 
the transactions-motive, and this drives up (or keeps up) the 
interest rate, unless less money is needed for satisfying the specu¬ 
lative-motive—m other words, unless somebody “releases cash” 
(that IS, dishoards) 

In a recent contribution, “ The ‘ Ex-Ante ’ 
Planned invest- Theory of the Rate of Interest Mr Keynes has 
ment and modified, and elucidated, his theory m a way which 
interest ratei makes its similarity with the loanable fund theory 
still clearer In his General Theory^ he explamed 
that the demand for money depended on the rate of interest 

* Economic Journal, Y 6 \ 47, 1937, page 666 

• Ibid , page 667 

“ Ibid , pages 663 el seq 
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(determining the demand for idle balances) and on the actual level 
of activity (determining the demand for circulating balances) 
This, It IS now admitted, was an mcomplete statement “ The 
additional factor, previously overlooked, to which Professor 
Ohlin’s emphasis on the ex-ante character of mvestment decisions 
has directed attention, is the following There is a third 
factor affectmg the demand for money—viz, the necessity of 
providmg what Mr Keynes proposes to call “ finance ” for 
planned mvestment Before activity has actually gone up, funds 
for the intended outlay must be secured “ Durmg the mter- 
regnum—and durmg that period only—between the date when the 
entrepreneur arranges his finance and the date when he actually 
makes his mvestment, there is an additional demand for liquidity 
without, as yet, any additional supply of it necessarily arismg ” 
(page 665) The adherents of the loanable-fund theory would 
merely substitute “ credits ” for the word “ liquidity ” in this 
sentence 

Mr Keynes rightly pomts out that this additional demand must 
meet with additional supply, if the rate of mterest is not to use 
Somebody, the banks or the public, must “ deplete their existing 
cash ” (page 666), and he criticises Professor Ohlin for suggestmg 
that ex-ante savmg out of future income can satisfy the demand for 
finance This is the same criticism as was made above when 
It was said that ex ante savmg in the sense of savmg out of a future 
mcome carmot affect the bond market now This criticism loses 
Its validity, however, if ex-ante savmg is interpreted, as was 
suggested above, in the Robertsonian sense, as savmg out of a 
previously received mcome The demand for finance can be 
satisfied by increased savmg in this sense or by dishoarding Both 
sources can be described (m Mr Keynes’ words) as a depletion of 
existmg cash—cash from idle balances or, m the case of additional 
savmgs, cash released from transactions balances by the reduced 
expenditure on consumption goods 

One point regarding Mr Keynes’ theory of “ finance ” has 
given rise to an interesting discussion which throws much light 


Economic Journal, loc cii , page 665 
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on the whoJe jssue i It is Mr Keynes’ insistence that “ finance is 
essentially a revolving fund As soon as it is ‘ used ’ 

in the sense of being expended, the lack of liquidity is automatically 
made good and the readmess to become temporarily unliquid is 
available to be used over again 

Professor Robertson objected that finance funds which have 
been spent can be made available for new financing only if they are 
saved (in Professor Robertson’s sense) by one of the successive 
recipients Mr Keynes’ reply clearly indicated that there is no 
disagreement except a terminological one, due to the different 
definition of the concept of saving Mr Keynes explains 
“ The demand for cash falls away unless the completed activity 
(associated with the expenditure of the finance funds) is being 
succeeded by a new activity It would appear that this condi¬ 
tion might well be accepted by Professor Robertson for the 
primary activity will be succeded by a new one, if the money is 
again spent on consumption, if it is saved, the “ chain of activities ” 
IS interrupted, the demand for cash falls away unless the saving 
leads to a fall in interest rates which stimulates investment, or 
unless the marginal efficiency of capital rises—changes which are 
excluded by Mr Keynes’ ceterts-paribus assumption 

On the question whether an mcrease m savmg 
The influence (a fall in the propensity to consume) affects the rate 
of savmg on of interest or not, Mr Keynes’ views still seem to be 
the rate of very different from the traditional views He 
interest expresses the difference in principle between his 
and the traditional view as follows Economists 
have “ almost invariably assumed that, ceteris 

paribus, a decrease in spending will tend to lower the rate of interest 
and an increase in investment to raise it But if what these two 
quantities determine is not the rate of mterest, but the aggregate 


' Compare Profebsor Kobertbcm’s article, “ Mr Keynes on Finance ”, 
in Economic Journal, Vol 48, June 1938, page 314 et seq , and Mr Keynes’ 
reply, ibid , page 318 See also E S Shaw, ” False Issues in the Interest- 
Theory Controversy ”, m Journal of Political Economy, Vol 46, Decem¬ 
ber 1938, page 838 

• Economic Journal, Vol 47, 1937, page 666 

* Economic Journal, Vol 48, 1938, page 319 
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volume of employment, then our outlook on the mechanism of the 
economic system will be profoundly changed A decreased 
readmess to spend will be looked on in a quite dilferent hght if, 
instead of bemg regarded as a factor which will, ceteris panbus, 
increase mvestment, it is seen as a factor which will, ceteris paribus, 
dimmish employment ” ^ 

Some misunderstanding seems to have arisen m this connection 
from different interpretations of the ceteris-paribus clause The 
classical writers, when they are not dealing with money and the 
business cycles, are in the habit of takmg total monetary outlay as 
constant, it is mcluded in the cetera that remam the same Then 
a decrease m one division (consumption spending) implies an 
increase in the other (mvestment) Assummg the marginal 
efficiency of capital to be constant, this implies a fall in the interest 
rate. Mr Keynes, on the other hand, includes liquidity preference 
among the other thmgs that remam unchanged, then, smce M has 
remamed unchanged, the rate of mterest cannot fall ® 

Now the loanable-fund theorists would not deny that this might 
happen, but they would describe it differently • people may hoard 
the money which they fail to spend In Mr Keynes’ theory, this 
has to be described as a rise in liquidity preference proper,® demand 
for money for “ speculative purposes ”, has risen This 
implies a decrease in which is connected with the fall m activity 
Thus total demand for money and the quantity of money remaining 
unchanged, the rate of interest remains unchanged too 

If, however, the producers of consumers’ goods who experience 
a decrease m demand try to mamtain activity by seUmg securities, 
the rate of interest will rise, and these sales will have to be construed 
as an mcrease m their liquidity preference 

There may be a difficulty in the timmg of the processes, it is, 
however, clearly possible to conceive of a case where people spend 


• General Theory, page 185 This passage conveys the incorrect 
impression that, in Mr Keynes’ opinion, an increase in investment does 
not tend to raise tne interest rate 

• This point was also made bv T W Hutchinson The Significance and 
Baste Postulates of Economic Theory, London, 1938, pages 44 and 45 

• Compare the definition of this concept given above on page 210 



2i6 


Analysts of Theories 


Part I 


less on consumption (save), but direct the money simultaneously to 
the purchase of new securities 

It would appear from the foregoing discussion that Mr Keynes’ 
views on the question of how the rate of mterest is mfluenced by 
changes in the propensity to consume (save)^ are not so radically 
different from the views of other authors as may at first sight 
appear In a very recent exposition of his theory, Mr Keynes 
has himself suggested this ^ “ The analysis which I gave in my 

General Theory of Employment is the same as the ‘ general theory ’ by 
Dr Lange on page i8 of his article ”® On this page. Dr L\nge 
states that “ the traditional statement that the rate of interest 
moves m the opposite direction to the propensity to save 
holds fully in our generalised theory ” * 

There remains one more case in respect of which 
Changes tn the liquidity-preference theory seems to be at 
M and the variance with the traditional views—viz , the effect 
rate of of an increase in the quantity of money on the 
interest rate of interest It would seem that, accordmg 
to Mr Keynes, such an increase must always lead 
to a fall in the rate of interest This is, however, not Mr Keynes* 

view, because in many cases, such an increase will, automatically and 
uno actu, raise the liquidity-preference schedule “ Suppose that 
M consists of gold coins and that changes in M can only result 
from increased returns to the activities of gold-miners 
In this case, changes in M are, in the first instance, directly asso¬ 
ciated with changes in Y, smce the new gold accrues as someone’s 


* Since the propensity to save is equal to i minus the propensity to 
consume, any proposition regarding the propensity to save can be trans¬ 
lated into a proposition regarding the propensity to consume and vice 
versa 

• See footnote *, page 321, in Economic Journal, June 1938 

* Econoniica, February 1938 

• Hence we must conclude that Dr Lange is not right when he attri¬ 
butes, rather unqualifiedly, to Mr Keynes, not his general theory, but 
a special case of it—viz , that case where the “ interest elasticity of the 
demand for liquidity is infinite ” (page 19) It seems fair to say that 
Mr Keynes holds that this situation obtains under special circumstances 
—viz , in deep depressions It is “ depression economics ” (as Dr Hicks, 
loc cit , says) and not the “ general theory ” For further discussion of 
this special case, see the text below, page 218 
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income Exactly the same conditions hold if changes in M are 
due to the Government printing money wherewith to meet its 
current expenditure,—this case also, the new money accrues as 
someone’s mcome ” ^ The mcreased level of mcome represents 
mcreased demand for money, hence the increased M does not lead 
at once to a rise in the rate of interest 

“ The new level of income, however [Mr Keynes elaborates], 
will not contmue sufficiently high for the requirements of to 
absorb the whole of the increase m M, and some portion of the 
money will seek an outlet m buymg securities or other assets until 
the rate of interest has fallen so as to brmg about an increase in the 
magmtude of and, at the same time, to stimulate a rise m Y" to 
such an extent that the new money is absorbed either in M, or m 
the Afj which corresponds to the rise in Y caused by the fall in 
the interest rate Thus at one remove this case comes to the 
same thing as the alternative case where the new money can only 
be issued in the first mstance by a relaxation of the conditions of 
credit by the banking system ”, and thus automatically entails a 
fall m the interest rate ^ 

This passage calls for some comments The statement that 
” money will seek an outlet in buying securities ” must surely 
imply that the recipients of the money whose incomes have risen 
save a part of it, in Professor Robertson’s sense ^ In this case, 
saving will reduce the rate of mterest, although that entails part of 
the money going into hoards (increases the magmtude of M,) If 
people did not save, but spent all the new money on consumption, 
Afj would still absorb the whole increase in M 

The course of events might presumably differ from the one 
which Mr Keynes described thus the mcrease m Y might 
stimulate mvestment, and this might more than compensate the 
tendency to a fall in the interest rate Indeed, it is impossible to 
say what the outcome wiU be. But it is clear that Mr. Keynes’ 
theory does not imply that an increase in the quantity of money 
must in all circumstances entail a fall in the interest rate, and that 


* General Theory, page 200 
> Ibid 
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Its stimulating effect is conditioned by its having previously 
depressed the interest rated 

Apart from terminological innovations, the real contribution 
brought by Mr Keynes’ General Theory of Interest would seem to 
consist, as we have seen, of the proposition that hoardmg is a 
function of the rate of interest This does not of course mean 
that factors other than the rate of interest may not also exert an 
influence as strong as that of the interest rate on the amount of 
inactive balances In other words, even in the short run, shifts of 
the liquidity-preference schedule may be at least as important as 
movements along the curve ^ 

Besides and in addition to the general empirical 
Infinite assumption about “ demand for idle cash balances ” 
elasticity (propensity to hoard), there is a more specific 
of demand assumption about the shape of that demand curve 
for idle (liquidity-preference schedule proper) which fre- 
balances quently plays an important role in Mr Keynes’ 
theory This more specific assumption constitutes 
Mr Keynes’ “ special theory ”, as Dr Hicks has aptly called it 
This assumption is to the effect that, for low interest rates, 
“ say 2% ” (page 202), the demand for idle balances (“ demand for 
liquidity ”) becomes more and more elastic and, at a rate well 
above zero, absolutely elastic—that is, msatiable In techmcal 
parlance, the interest-elasticity of the demand for liquidity becomes 


' Some economists, however, have interpreted Mr Keynes’ theory to 
mean that an increase in the quantity of money could operate on the 
economic system only via the rate of interest For example, Mrs J 
Robinson, in a review of Professor Bresciam-Turroni’s Economics of 
Inflation, remarks “ The author assumes that an increase in the quan¬ 
tity of money was the root cause of the inflation [in Germany, in 1919- 
1923] But this view it IS impossible to accept An increase in the 
quantity of money no doubt has a tendency to raise prices, for it leads to 
a reduction m the interest rate, which stimulates investment and dis¬ 
courages saving, and so leads to an increeise in activity But there is 
no evidence whatever that events in Germany followed this sequence ” 
(italics not in the original) Economic Journal, Vol 48, 1938, page 509 
• The same difficulties have to be faced by any two-dimensional 
analytical apparatus when applied to such a complex phenomenon as 
the demand for idle balances and the rate of interest Compare on this 
point M Millikan, loc cit, pages 254 et seq 
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infinite ^ the schedule of hquidity preference proper becomes 
horizontal It is very important to reahse that this is equivalent 
to saymg that, when this critical level of interest rates has been 
reached, any amount of money which might be created by the 
banks will be hoarded, m addition to any amount which people 
save m excess of the current demand for mvestment purposes (m 
Mr Keynes’ termmology, we should rather say any amount 
of money which is released from balances held for business or 
income purposes) Suppose, for mstance, that, at the depth of 
a depression, investment demand for loanable funds is at a low ebb, 
and that the rate of interest has reached that critical level of (say) 
2%, suppose, moreover, that there is a reasonable degree of 
competition, so that wages and prices continue to fall so long as 
there is unemployment then money is constantly released from 
the transaction sphere But instead of being directed to the 
acquisition of assets, thus drivmg up their prices (which is equi¬ 
valent to reducing the interest rate) and stimulating investment 
and employment, all this money is being hoarded Hoards grow 
without limit in terms of money and, because of the fall in prices, 
still faster in real terms 

If such a situation exists ,—i e , if the demand 
A limit for money-to-hoard (liquidity preference curve 
to the fall in proper) is perfectly elastic—“ a rise m the schedule 
interest rates of the marginal efficiency of capital only increases 
employment, and does not raise the mterest rate at 
all ” 2 Likewise, a rise m the rate of saving (propensity to con¬ 
sume) decreases employment without decreasmg the rate of mterest 
The idea that such a situation might arise is origmal and is of 
considerable theoretical mterest 

Let us ask how, accordmg to Mr Keynes, such a situation 
could come about, and whether, according to him, it has ever 
arisen 

The reason for the existence of a minimum, below which the 
rate of mterest cannot possibly fall, we may paraphrase m the 
words of Dr Hicks “ If the costs of holding money can be 

‘ Lange, op ext, pages 18 and 19. 

* Hicks, op. ext , page 154. 
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neglected, it will always be profitable to hold money rather than 
lend It out, if the rate of interest is not greater than zero. Conse¬ 
quently, the rate of interest must always be positive In an 
extreme case, the shortest short-term rate may perhaps be nearly 
zero But if so, the long-term rate must lie above it, for the long 
rate has to allow for the risk that the short rate may rise durmg 
the currency of the loan, and it should be observed that the short 
rate can only rise, it cannot fall This does not only mean that 
the long rate must be a sort of average of the probable short rates 
over Its duration, and that this average must lie above the current 
short rate There is also the more important risk to be considered 
•—that the lender on long term \e g , bondholder] may desire to 
have cash before the agreed date of repayment, and then, if the 
short rate has risen meanwhile, he may be mvolved in a substantial 
capital loss Thus, m the words of Mr Keynes, “ the rate of 
mterest is a highly conventional phenomenon For its actual 
value IS largely governed by the prevailmg view as to what its 
value is expected to be The argument is perhaps more 
intelligible when put in terms of asset prices {e g , bond prices) 
instead of interest rates If asset prices are expected to fall (long¬ 
term rates to rise), asset prices cannot remain at a level much 
higher than the expected price, because people-would prefer to 
keep their resources in cash, in spite of very low short rates ® 

Weighty arguments agamst the assumption that the expected 
rate of long-term mterest (asset prices) is likely to persist unchanged 
for any length of time, in spite of a fall m the current short-term 
rate, have been brought forward by Mr Hawtrey * We need 

‘ 1 00 cli , pageb 154 and 155 Compare also Profcbsor Hicks’ book, 
1 alue and Capital, Oxford, 1939, especially Chapter XT 

• General Theory, page 203 

• When put m terms of asset prices it becomes clear that it is an optical 
illusion to say that the rate of interest cannot fall farther because it is 
" so near to zero ” Between, saj, one per cent and zero per cent, there 
are still as many intermediate positions as there are between the price 
at 1400 of a $100 4% bond (corresponding to a capitalisation at an 
interest rate of i°()) and the infinitely high price of the same bond corre¬ 
sponding to a capitalisation at a rate of zero per cent 

• Capital and Employment, 1937, Chapter VII See also Mr Kaldor’s 
reply to Mr Hawtrey’s criticism of Mr Keynes, “ Mr Hawtrey on Short and 
Long Term Investment ”, mEconomica, November 1938, pages 464 and465 
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however, not go into this matter more thoroughly, because 
Mr Keynes himself (quite rightly, it would seem) believes that 
this contingency of an “ absolute liquidity-preference ” is a 
theoretical possibility which has actually not yet arisen “ But 
whilst this limiting case ”, m which “ the monetary authority' 
would have lost effective control over the rate of mterest ” (and m 
which, we may add, no fall in wages and prices could depress the 
rate of interest by releasing money from the transaction sphere), 
” might become practically important in future, I know of no 
example of it hitherto Indeed, owing to the unwillmgness of 
most monetary authorities to deal boldly in debts of long term, 
there has not been much opportunity for a test ” ^ Nor, we may 
add, has the alternative to a policy of increasing the quantity of 
money—viz , a sustamed fall of all prices and wages—been put 
to a real test * 

An almost perfectly elastic demand for idle 
Summary balances up to a very considerable amount may 
occasionally occur, and has occurred temporarily 
(Mr Hawtrey’s temporary credit deadlock), but the hypothesis 
that It may exist indefinitely has not yet been put to the test of fact * 


‘ General Theory, page 207 It must, however, be admitted that there 
are many passages in Mr Keynes’ writings which are dilhcult to reconcile 
with this pronouncement and seem to assume the actual existence of 
cases of an insatiable desire for liquidity 

* It should be understood that, according to Mr Keynes’ theory, the 
two policies are alternative means only in one respect, which is, however 
(in the present context), the impiortant one Both policies serve to 
increase the quantity of money in terms of real purchasing power, “ in 
terms of wage units ”, as Mr Keynes says On page 234 of his General 
Theory, Mr Keynes says, for example “ The only relief [for an excessive 
liquidity preference—^that is, for an extreme desire to hoard]—apart 
from changes in the marginal efficiency of capital—can come 

from an increase in the quantity of money, or—which is formally the same 
thing—a rise in the value of money ” (Note that this passage contains 
an explicit statement to the effect that a fall in wages and prices will 
eventually bring relief We wish, however, by no means to deny, nor 
does Mr Keynes, that in many other respects the two policies are very 
different and cannot be regarded, from a practical point of view, as good 
substitutes Cf § 5 of this chapter below) 

• Chronic unemployment with stable money wages is no proof of an 
absolute liquidity preference 
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§ 4 THE “ MUITIPLIER ” AND THE “ MARGINAL PROPENSITY 
TO CONSUME ” 

“ Three fundamental psychological factors— 
The “ psycho- namely, the psychological propensity to consume, 
logical ” the psychological attitude to liquidity and the 
determinants of psychological expectation of future yield from 
Mr Kanes' capital assets ” (which govern, together with “ the 
system given factors ”, capital equipment, etc , the marginal 
efficiency of capital or demand for capital)^— 
constitute the skeleton of Mr Keynes’ theoretical system which 
“ determines the national income and the quantity of employ¬ 
ment ” Mr Keynes is careful to explain that these psychological 
propensities (together with some non-psychological factors 
such as the wage unit and the quantity of money) can 
only “ sometimes ” be regarded as the “ ultimate mdependent 
variables ” (page 246) He recognises that they are “ themselves 
complex and that each is capable of bemg affected by prospective 
changes in the others and, presumably, a fortiori, by actual 
changes in the others (Thus we have seen that the hquidity 

preference is influenced by actual and prospective changes in the 
marginal efficiency of capital ) 

As will be illustrated by various examples in the followmg 
pages, we have here a source of frequent misunderstandings 
Those who have become accustomed to think in terms of 


* General Theory, pages 246 and 247 

• Ibid , page 184 In the course of the discussion, Mr Keynes is 
sometimes inclined to forget these limitations of his theory This has 
misled some economists to overlook them altogether The usefulness of 
the system clearly depends on the degree of independence of these 
variables If they were highlv interdependent, they could not be regarded 
as “ ultimate independent variables ” This, is, of course, a difficulty 
which any interdependence theory, especially one in macro-economic 
terms, has to face It is impossible to build up a theory which explains 
national income and employment in terms of a few complex, strictly 
independent factors without having regard to their internal structure 
Such a procedure can yield only rough approximations Mr Keynes is 
well aware of these difficulties Sec, for example, his remarks. General 
Theory, page 297 
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Mr Keynes’ system take the determinant propensities, the wage 
unit, ^ etc , as given, and regard them as independent from one 
another, whilst other writers, brought up in traditional modes of 
thought, frequently make assumptions which imply a mutual 
influencmg of Mr Keynes’ determinants, or treat some of them 
as variables These differences in the startmg-pomt are concealed 
by differences in terminology 

Margmal efficiency of capital (demand for capital) and liquidity- 
preference havmg been discussed, we now turn to an examination 
of the concept “ margmal propensity to consume ” and the closely 
related “ multiplier ” 

Mr Keynes considers the theory of the so-called 
The problem “ multiplier ” “ an mtegral part of his theory of 
of the employment” (page 113) The multiplier— k — 
''multiplier'’' “establishes a precise relationship, given the pro¬ 
pensity to consume, between aggregate employment 
and mcome and the rate of investment ” (page 113) “ It tells us 

that, when there is an mcrement of aggregate mvestment, mcome 
will mcrease by an amount which is k times the mcrement of 
mvestment ” (page 115) aY" = k Af and aY — aC -f Al, if by 
aY, aI and aC we denote small increments of mcome, mvestment 
and consumption respectively (We need not go into the question 
of the unit m which these magmtudes are expressed Mr Keynes 
discusses this question carefully and elects to express all these 
magmtudes m “ wage umts ” We may, however, thmk of 
them just as well m “ real ” terms or m terms of money) 
“ The fundamental notion ” underlymg the theory is that, if “ we 
conceive the monetary or other public authority to take steps to 
stimulate or to retard mvestment, the change m the amount of 
employment ” will not be confined to the mvestment mdustries, 
but will extend to the consumption mdustries and “ will be a 
function of the net change m the amount of mvestment ”, and 
the theory aims “ at laymg down general prmciples by which to 
estimate the actual quantitative relationship between an mcrement 

‘ In particular, the assumption regarding the stability of the wage 
unit with its implication of rigid money wages, is apt to be lost sight of, 
but should be well kept in mind (This will be discussed at greater 
length below, § 5 of this chapter ) 
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of net investment and the mcrement of aggregate employment 
which will be associated with it ” (pages 113 and 114) 

The pure theory of the multiplier consists of the 
The pure establishment of a precise relationship between the 
theory of the multiplier and the marginal propensity to consume 
“ mulhpher ” The propensity to consume is defined as the func¬ 
tional relationship between “ a given level of income” 
and “ the expenditure on consumption out of that level of income ” 
(page 90) The marginal propensity to consume is then the relation¬ 
ship between an mcrement of mcome and the expenditure on 


consumption out of this increment 


It is measured by 


ay’ 


which is always smaller than imity, because “ the normal psycho¬ 
logical law ” holds that, “ when the real income of the community 
mcreases or decreases, its consumption wiU increase or decrease, 
but not so fast ” (page 114) ' The marginal propensity to consume 
“ tells us how the next increment of output will have to be divided 
between consumption and investment ” (page 115) A marginal 


propensity to consume of, for example, — means that of the 

10 10 

next increment of income will be consumed If the marginal 
propensity to consume is i, the whole mcrement will be con¬ 
sumed, if It IS zero, the whole will be saved It follows that 
the (margmal) propensity to save has to be defined as i minus 

9 

the (margmal) propensity to consume If the latter is —, the 

I 

former is —, this bemg the proportion (of the next mcrement) of 
10 

income saved If the marginal propensity to consume is i, the 


‘ It may be observed, en passant, that the marginal propensity 
to consume of an individual may conceivably be greater than unity 
that IS to say, an individual may be induced by an increase m his mcome 
to spend more than that increment on consumption This need not, 
however, make his average propensity to consume greater than unity—in 
other words, it need not mean dissaving (An average propensity to 
consume greater than unity means that C > Y—% e , that the individual 
dissaves, " lives on his capital ”) Mr Keynes does not consider this 
case (Compare, however, Mr G R Holden’s paper “ Mr Keynes’ 
Consumption Function, A Rejoinder ”, Quarterly Journal of Economics, 
August 1938, and Mr Keynes' reply Ibid, November 1938 ) 
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marginal propensity to save is zero, if the former is zero, the 
latter is i 

It should be kept in mind that the terms “ propensity to consume 
(save) ” and “ marginal propensity to consume (save) ” are usually 
used in the schedule sense—that is to say, they usually denote the 
whole schedule, showing what proportion of different hypothetical 
incomes or increments to income an individual or society as a 
whole would consume (save) Sometimes, however, when speak¬ 
ing of the propensity to consume, reference is made to a particular 
point (mainly the point actually reahsed) on the schedule of 
alternatives Although it will usually be clear from the context 
m what sense the word is used, it would be better to speak, when 
not referring to the schedule as a whole, of “ the rate of consump¬ 
tion (savmg) or, better still, of “ the proportion of mcome 
consumed (saved) ” 

What is the relation between the margmal propensity to consume 
and the multiplier ? The relationship is quite simple 

ay=^ai 



Since A Y — aC -p a/, 


k = 


aY 

ay—ac 


I 


AC 



Thus, the multipher k is, by definition, equal to i divided by i 
minus the marginal propensity to consume, and the margmal 


aC I 

propensity to consume, —- , is equal to i —- 
aY k 


Smce I ——- is the 
aY 


marginal propensity to save, we can also say that the multipher is the 
repicrocal of the marginal propensity to save, and vice versa We 


‘ It will be observed that what is meant is not the time rate of consump¬ 
tion (saving), the amount consumed (saved) per unit of time, but the 
income rate, amount consumed (saved) per unit of income This rate of 


consumption is measured by ^, the rate of saving by -p 
the rate of saving is i minus the rate of consumption 


Since S= y—C, 



i6 
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have thus three jnterchangeable expressions for the same thing 
The expression “ marginal propensity to consume can always be 
replaced, without a charge in meaning, by the expression i minus 
the marginal propensity to save ” or bi “ i minus the reciprocal 
of the multiplier ” 

It follows that if, for instance, the marginal propensity to 

consume is — (the marginal propensity to save being —), the 

multiplier is lo, “ the total employment caused (for example) by 
public works will be ten times the primary employment provided 
by the public works themselves, assuming no reduction of invest¬ 
ment in other directions” (pages ii6 and 117) This result is 
clearly implied by the assumption made If we assume that an 
increment in Y is divided in the proportion of i 9 between I and C, 
then we assume that an increase in J by x units will mean an increase 
of 9X in C and an increase of lox m Y If we assume the marginal 
propensity to consume to be zero—in other words, that an 
increment in Y is wholly confined to I —then we assume that an 
increment in I increases Y by no more than its own amount If 
the marginal propensity to consume is assumed to be i—that is, if 
we assume that “ the next increment of output will have to be 
divided between consumption and investment ” in the proportion 
of I to o—then, in order not to contradict that assumption, we must 
assume that any increase in I is accompanied by an infinite increase 
in C and Y the multiplier is infinitely high In plain English, 
there can be no increase in I 

It will be well to keep in mind the logical nature of the “ pure 
theory of the multiplier ” ^ which is clearly revealed by the 
foregoing discussion The theory is not intended by Mr Keynes 
as a statement about a relationship in the real world between two 
distinguishable phenomena, there are not two facts, the margmal 
propensity to consume on the one hand, and the multiplier on the 
other, of which the former influences and governs the latter The 
logical theory of the multiplier establishes a terminological rule 


■ Mr Keynes calls it the “ logical theory of the multiplier ”(Genemf 
Theory, page 1^2) 
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for the use of the two terms “ marginal propensity to consume ” 
and “ multiplier ” and nothing more 

The practical problem to the solution of which 
The practical the theory of the multiplier and the attempts at a 
problems statistical measurement of its magnitude are directed 
behind the is the determmation, if possible m advance, of the 
multiplier indirect effects of Government expenditure on 
public works and the like The underlying idea 
is that, if the Government spends several hundred million dollars 
on public investment and thereby creates additional employment, 
the first recipients of the money will spend at least a part of their 
income on consumption, the consumption industries will be 
stimulated, the money will be spent again and agam, and a whole 
series of successive income- and employment-creating expenditure 
will emanate from the first investment The question is, how 
big will be the secondary, tertiary, etc , effects flowing from the 
primary investment of a given magnitude For the reasons 
given below, the pure theory of the multiplier cannot provide a 
final answer to that question 

(i) The multiplier refers to the effect of an 
The problem increment of «?/ mvestment Hence, as Mr Keynes 
of determining states, “ if we wish to apply [the theory of the 
“ net invat- multiplier] without qualification to the effect of 
ment ” (for example) increased public works, we have to 
assume that there is no off-set through decreased 
investment in other directions ” (page 119) In other words, a 
concrete amount of public works cannot, without exammation, 
be accepted as net new investment, the pubhc works policy may 
have unfavourable repercussions on private investment {a) by 
raising prices of material and labour, {b) by raising the interest 
rate, because of the method of financing employed, (f) owing to 
repercussions “ through psychology ”, if a Government deficit 

‘ The idea that investment stimulates consumption is almost as old 
as business-cyclt theory 1 hat it is inherent in the Wicksellian theory of 
the cumulative process of expansion has already been said (see Chapter 3, 
pages 33 et seq , above) Mr Kahn, among others, has analysed the 
problem m his article “ The Relation of Home Investment to Unemploy¬ 
ment ” (keonomte Journal, June 1931), and has contributed the word 
“ multiplier ” 
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shakes confidence, (d) through unfavourable influences on the 
international balance of trade and payments 
Some of these factors have been discussed by Mr Keynes 
{G eneral Theory, pages 119 to 121), Mr Kahn {loc at), and by other 
writers in the considerable recent literature on expansionist policies 
in general and public works in particular ^ 

(2) Mr Keynes speaks only of “ adverse reactions 
Secondary on investment ” of a public works policy, but it may 
investment have favourable reactions too Indeed, it is generally 

considered as a condition of success of a “ pump 
priming policy ” that it should stimulate private investment 
Public investment may stimulate private investment either directly 
or by first stimulating consumption ^ All this is now well known 
and has been thoroughly discussed, but it all lies outside the pure 
theory of the multiplier 

(3) But the theory of the multiplier needs to be 
The propensity expanded and qualified in other ways By express 
to consume for mg the multiplier in terms of the marginal pro- 
soaety at a pcnsity to consume, the impression is conveyed 
whole that it is possible to base the analysis on a fairly 
stable psychological magmtude People’s habits 
as to savmg and spendmg are regarded as fairly constant, and this 
constancy and stability is transmitted by definition to the multiplier 
A closer exammation reveals, however, that this stability may be 
exaggerated Mr Keynes speaks frequently of “ the fundamental 
psychological law, upon which we are entitled to depend with 
great confidence both a priori from our knowledge of human 
nature and from the detailed facts of experience ”, ® this law is to the 
effect that “ men are disposed to increase their consump¬ 

tion as their mcome increases, but not by as much as the increase 
in their mcome ” He refers to the consumer, and sometimes 
to society as a whole But the margmal propensity to consume 
of society as a whole (which corresponds to the multipher) 

* See, for example, A D Gayer, Public Works in Prosperity and Depres¬ 
sion (New York, 1929), and J M Clark, Economics of Planning Public 
Works (Washington, 1935) 

• this latter relationship is described by the acceleration principle 
' General Theory, pages 96 and 114 
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cannot be identified with a psychological law about the behaviour 
of the individual consumer, for many other factors besides the 
consumers’ behaviour determine the margmal propensity to 
consume of the society 

For a number of reasons, the stability of the multiplier must 
not be over-emphasised 

(a) As has been pointed out above (page 198), in the short run, 
the psychological traits of the mdmdual in respect to saving and 
spendmg cannot safely be regarded as constant ^ 

(b) As Dr Staehle ^ has shown, changes m the 

Changes in distribution of income are very important for the 
income propensity to consume of society as a whole, even 

distribution from the short-run pomt of view Since the 
propensities for different people or groups of 
people are different, a change in the distribution may give an 
unexpected turn to the marginal propensity to consume of society 
as a whole (contrary to the fundamental psychological law), even 
if the propensity of each individual is constant and conforms to 
“ the fundamental psychological law ”, to which Mr Keynes 
appeals For this reason, in using the concept of the multiplier, 
allowance must be made for the changes m the distribution of 
income which are likely to be associated with a change in the level 
of incomes 

if) Laws relatmg to consumers’ behaviour cannot be directly 
applied to collective magnitudes, because what society as a whole 
mvests and consumes is determined also by decisions of big 
corporations and of public bodies which cannot be so confidently 
assumed to be subject to the “ fundamental psychological law ” on 
which Mr Keynes depends for his empirical generahsations 
In makmg use of the multiplier, allowance must be made for the 
proportion of any additional profit which companies are likely 
to save by adding to their reserves 

‘ Cf Elizabeth W Gilboy, “ The Propensity to Conbume ” in Quarterly 
Journal of Lconomics, Vol 53, November 1938, and Mr Keynes’ reply, 
ibtd , May 1939 

* “ Short Period Variations in the Distribution of Incomes ”, Review 
of Economic Statistics, Vol 19, 1937 (pa-ges 133 to 143) and the comments 
by F C Dirks, Review of Economic Statistics, Vol 20, and rejoinder by 
Dr Staehle, ibid 
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xVforeover. with respect to public expenditure, 
Government the distinction between consumption and invest- 
consumptwn ment is in many cases very arbitrary Expenditure 
and connected with the construction of battleships, 

investment river-dams and the like will be classified as 
investment Dole payments to unemployed and 
expenditure for war veterans’ bonus will be counted as consumption 
expenditure and, if the Government borrows to meet this expen¬ 
diture, as dissaving But how arc we to classify money paid to 
unemployed workers to perform “public works ” of very doubtful 
value ^ Suppose these works consist of digging holes in the 
ground and filling them up again Or suppose a road is built 
at a cost which far exceeds Its value to the community ^ Evidently, 
the classification, and still more the estimate of the value of 
investment involved in such cases, is highly arbitrary and conven¬ 
tional ^ But the magnitude of the multiplier will be influenced 
by such arbitrary decisions The fewer are the doubtful cases 
regarded as investment and the lower is the investment value 
assumed in each case, the greater will be the multiplier—that is, the 
marginal propensity to consume of society as a whole Hence the 
value of the latter will pro tanto depend upon these arbitrary 
classifications and not on the psychological propensities of the 
consumer 

Fortunately, in order to form an opinion on the probable 
secondary effects of public expenditure, classification as con¬ 
sumption or investment is generally of minor importance 
What matters are the factors stressed by traditional theory the 
methods used by the Government in raising the money, the 
rapidity with which the successive recipients spend it, the manner 
of spending, etc In this latter respect, individual propensities 
with regard to saving and consumption come into the picture, but 

' Compare, for instance, this case with another one where the same 
road is built with less labour and at a much lower cost, and the superfluous 
workers receive a dole Part of the total money spent is investment 
and the other part consumption, whilst, in the case mentioned in the 
text all IS counted as investment 

* These problems are discussed at great length in various contributions 
to Studies in Income and Wealth, Vol I and IT (ed by National Bureau 
of Economic Research, New York, 1937 1938) 
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together with many other determining factors, so that no simple 
and unique relationship between them and the multiplier (marginal 
propensity to consume of society as a whole') can be expected 

{d) Mr Keynes expresses the view that, m the short run, the 
margmal propensity to consume (multiplier) may deviate from its 
“ normal ” value, but he assumes that it will gradually icturn to 
It '■ Such a deviation will occur if producers of consumers’ goods 
do not foresee the increase in demand resulting from an expansion 
in the capital-goods industries Then, momentarily, prices of 
consumers’ goods will rise or stocks be depleted The same is 
true when full employment is reached or bottle-necks prevent 
consumers’ goods industries from expanding All these factors, 
which cannot be said to be governed by a psychological law, 
must be taken into account in order to deteimme the marginal 
propensity to consume of the community (multiplier) 

(e) Certain difficulties arise when we consider 
The multiplier the relation between the multiplier and the mcome 
and income velocity of circulation of money Suppose the 
velocity of psychological marginal propensity to consume of 
money those who receive money from the Government 
through public works is unity, that is, they save 
nothmg, but spend the whole amount they receive on consumption 
This IS a conceivable situation, even if it is deemed unlikely For 
reasons which will be discussed at some length in the second part 
of this book (Chapter 10, § 6), we should normally expect the 
secondary effects of a public works policy to be greater in that 
case than if the marginal propensity to consume was smaller than i 
But we should not expect to find an infinite rise m demand for 
consumption goods This is, however, what follows from the 
assumption that Mr Keynes’ marginal propensity to consume 
for society as a whole is unity, for this latter implies, as we have 
seen, that the multiplier is infimte As Mr Keynes says, “ the 
logical theory of the multiplier holds good continuously, 

without time-lag, at all moments of time ” * Hence, as there will. 


* General Theory, page 123 

• Ihid , page 122 
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in fact, be some time-lag between the receipt of money and its 
expenditure, and smce this time-lag will prevent an increase m 
investment from causing an immediate rise m consumption to 
infkuty, we must say, m Mr Keynls’ language, that there is a 
temporary distortion of the propensity to consume, and that 
consumption will only gradually tend to increase to infinity if the 
net mcrease in investment expenditure is permanently mamtained 
Hence, to determmc the secondary effects, m time, of new public 
expenditure, we need, in addition to the information about the 
margmal propensity to consume of the various individuals, also 
information about the income velocity of money This point has 
been well discussed by Professor J M Clark [op cit ) 

We are now in a position to sum up the conclu- 
Conclustons sions of our discussion The pure theory of the 
multiplier shows the definitional relation between 
the “ propensity to consume ” and the multiplier Many problems 
which are frequendy discussed under the headmg “ multiplier ” he 
outside the pure theory of the multiplier They can be divided 
mto two groups, those relating to (a) the determination of the 
amount of net investment associated with a given amount of 
spending under varying circumstances and (^) the determination 
of the numerical value of the multiplier The marginal propensity 
to consume of the individual to which Mr Keynes’ fundamental 
psychological law refers, is only one of many factors which are 
causally important for the determination of the margmal propensity 
to consume (multiplier) of society as a whole For this reason, 
care must be taken not to exaggerate the stability of the multipher, 
which cannot be treated as a datum, but must be included among 
the variables (puaesita) of the theoretical system ^ 


' 1 his IS also the opinion of Mr E Lundberg (c; '^Indies in the Theory of 
Economic Expansion, London, 1937, 36). who believes that the 

multipher will exhibit a cyclical movement over time 
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§ 5 THE THEORY OF UNDER-EMPLOYMENT 

Mr Keynes* theory does not furnish a ready- 
Application made answer to the riddle of the business cycle, but 
to the IS intended to supply tools for the analysis of all 
business sorts of problems concerning short-term fluctuations 
cycle of as well as long-run conditions “ The object of 
Mr Keynes’ our analysis is to provide ourselves with 

system an organised and orderly method of thinking out 
particular problems, and, after we have reached a 
provisional conclusion by isolating the complicating factors one 
by one, we then have to go back on ourselves and allow, as well 
as we can, for the probable interaction of the factors amongst 
themselves This is the nature of economic thinking 

The analysis of the preceding pages should have made it abun¬ 
dantly clear that Mr Keynes’ theoretical apparatus is not 
incompatible with any one of the theories of the cycle, or particular 
phases thereof, which have been reviewed earlier in this book 
All these theories can be expressed in Keynesian language 
Mr Keynes’ own application of bis theoretical apparatus to the 
typical business cycles, as contamed in his " Notes on the Trade 
Cycle have been briefly reviewed above in connection with the 
psychological theories (Chapter 6) 

However, the theory, or theories, of economic 
An over-saving depressions—cyclical and otherwise—which are 
theory of generally associated with, or have emerged under, 
depression the mfluence of Mr Keynes’ General Theory of 
Employment can be best described as a special sort 
of under-consumption or over-savmg theory All the determmants 
which play a role m Mr Keynes’ system are always involved 
the hquidity-preference, the supply of money, the margmal 
efficiency of capital and the propensity to consume But it is 
the last one which is stressed most This imder-consumption 
theory is to be found in many passages of the General Theory and 

^ General Theory, page 297 
* Ibid , pages 313 r/ seq 
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in numerous writings of Mr Keynes followers, it seems to refer 
primarily to depressions of longer duration, since, however, that is 
not always quite clear, we shall simply speak of periods of under¬ 
employment 

Let us first consider the description, in Mr Keynes terms, of 
an equilibrium with less than full employment Such situations 
are described in earlier parts of Mr Keynes’ book, before all 
relationships (especially the liquidity-preference) have been 
introduced, and hence arc there presented without all the neces¬ 
sary qualifications This fact makes the theory appear more 
contradictory to traditional views than it really is Suppose the 
liquidity-preference and the quantity of money are given Hence 
the rate of interest is given If the schedule of marginal efficiency 
of capital is given, the amount of investment is determined And 
if the schedule of the marginal propensity to consume (multiplier) 
is known, the level of income and employment is also determmed 

I et us now consider the interrelation of the last two schedules— 
the liquidity-preference schedule, the quantity of money and hence 
the interest rate being given and remaining unchanged In wealthy 
communities, the propensity to save (consume) is great (small) 
Therefore much investment is needed to “ fill the gap ” between 
total output and that part of it which the “ community chooses ” 
to consume There is no guarantee that at full employment there 
are enough opportunities to invest (at the given rate of interest) 
to mamtam full employment ^ If, as frequently happens, not 
enough investment is forthcoming, the level of employment and 
income must fall This fall will induce people to save less of 
their mcome, some may even draw on accumulated resources and 
consume more than their income—/ e , may dissave Likewise, 

“ the Government will be liable, willingly or unwillingly, to run 
into a budgetary deficit ”, in order to provide for relief, etc , 
which IS equivalent to a strengthening of the propensity to consume 
of society as a whole Thus a new equilibrium will be reached 
when saving has fallen sufficiently for investment to fill the 
gap between ouput and consumption It is not difficult to 
introduce here the liquidity-preference schedule when income falls. 

Compare, for example. General Theory, pages 31, 98 and 105 
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money is liberated from the transaction sphere, falls, rises, 
ihe interest rate falls, and equilibrium can be reached at a higher 
level than if interest rates had not fallen 

The three schedules, together with the quantity of money and 
some other data such as the available factors of production (labour, 
equipment, etc) and the wage-unitd determine the level of 
employment and unemployment Hence it is impossible to blame 
any one of the three “ psychological factors ” (schedules) above 
for the absence of full employment Oi, if one chooses, one may 
attribute the existing unemployment to either one alternatively, if 
all the other data are given other things being given, employment 
would be greater (smaller), if the propensity to consume was 
greater (smaller) than it actually is Or other things being given, 
employment would rise, if the liquidity-preference were to fall, 
or if the marginal efficiency of capital were greater, etc 

It is now easy to see that any one of the various 
Other theories hypotheses concerning the causes of the down- 
m Mr Keynes' turn or the upturn of the business cycle which 
terms we have reviewed in the earlier chapters is com¬ 
patible with, and can be expressed in terms of, 
Mr Keynes’ theoretical apparatus Employment may start to fall, 
(a) because the propensity to save has become stronger without an 
offsettmg weakening of the liquidity-preference, (b) because, for 
one reason or the other, the marginal efficiency of capital collapses 
(that IS Mr Keynes’ own tentative hypothesis for the crisis in 
the typical trade cycle), (c) because the liquidity-preference proper 
becomes stronger (; e , because increases —i e , people hoard) or 

the banks contract the quantity of money * 

Similarly, the various hypotheses concerning the forces which 
may bring about an upturn in employment can be classified 
according to the Keynesian categories Employment and mcome 
may start to rise {a) because of a shift to the right of the schedule of 

* See General Theory, pages 41 and 247 That the wage-unit—that is, 
“the money-wage of a labour unit ”—must be given, is a highly important 
fact which IS frequently overlooked and will come up for discussion below 
(page 238) It implies that an equilibrium with less than full employ¬ 
ment can exist only if money wages are rigid 

• For further details and hypotheses, see Chapter ii, section B, below 
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the marginal efficiency of capital this may be due to inventions, 
to an mcrease of replacement requirements, or to an improvement 
in expectations of entrepreneurs, however brought about In all 
these cases, traditional theory would add the condition that the 
supply of investible funds must not be wholly inelastic If that 
were the case, the shift in the marginal efficiency of capital would 
raise the rate of interest, but not the volume of investment In 
Mr Keynes’ terms, we have to say that the liquidity-preference 
schedule proper must not be a vertical straight line Mr Keynes 
always assumes this to be the case, and most writers now agree that 
this IS true in times of depression Employment will rise, (h) if the 
propensity to consume increases Assuming other things to be 
equal and the liquidity-preference schedule elastic, this is clearly 
the case Some wiiters, it is true, would object to the assertion that 
a decrease in saving will stimulate employment The reason is, 
however, that they assume an inelastic liquidity-preference 
schedule In that case, if some people save less and spend more 
on consumption, correspondingly less will bt spent on investment, 
the rate of interest will rise and aggregate effective demand remain 
unchanged But most writers will agree that this is an unrealistic 
assumption, at least in depressions 

Thanks largely to Mr Keynes, there is to-day almost general 
agreement that Government spenduig, barring psychological 
repercussions and assuming an elastic liquidity-preference sche¬ 
dule, will stimulate employment This must be construed, in 
Mr Keynes’ terminology, either as an increase in the propensity to 
consume or as a shift of the margmal efficiency of capital, depending 
upon the classification of Government expenditure as investment 
or consumption 

Similarly, dishoarding by private individuals has to be described 
as an increase of the propensity to consume (if the money is spent 
on consumption) or as a shift of the liquidity-preference schedule 
proper (if the money is lent out in the capital market) In both 
cases, it tends to stimulate employment ^ 


* For further details and other hypotheses, see Chapter ii, section A, 
below 
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The cumulative nature of a process of expansion and contraction 
after it has once started cannot be deduced from Mr Keynes’ 
theory It requires additional assumptions of a dynamic character, 
as we find them in various business-cycles theories These 
dynamic relationships can, however, be formulated in his terms 
Assume, for instance, that the marginal efficiency of capital drops 
(rises) when income falls (rises) or that liquidity-preference proper 
(propensity to hoard) rises (falls) when activity contracts (expands) 
So far, we have detected a number of termmo- 
Voluntary and logical differences between Mr Keynes’ theory and 
involuntary the traditional views as represented by, say. Professor 
unemployment Prcou’s Industrial Fluctuations, Professor Robertson’s 
writmgs or the synthesis attempted in Part II of 
the first edition of this book, which is reproduced, with shght 
changes, m the present edition In addition, we have suggested 
(cf pages 209 and 218 above) that Mr Keynes has made an 
important contribution by his msistence on the relationship 
between “ hoarding ” and the rate of interest Apart from this, 
we have not as yet discovered any essential differences between 
Mr Keynes’ theory and that of the other recognised authorities 
According to Mr Keynes, however, there is a fundamental 
discrepancy between the two, masmuch as the “ classical ” theory 
cannot conceive at all of an equihbrium with less than full 
employment “ The classical theory is only applicable to the case 
of full employment More precisely, it is involuntary unemploy¬ 
ment which IS, according to Mr Keynes, incompatible with 
classical equihbrium, voluntary unemployment may, of course, 
exist in equihbrium, that is to say, if some people prefer not to 
work at the prevailmg wage, they are not counted as unemployed, 
or “ an eight-hour day does not constitute unemployment because 
It IS not beyond human capacity to work ten hours ” (page 13) 
Involuntary imemployment, which classical theory is accused of 
having overlooked, or bemg unable to explain, is defined as follows 
“ Men are involuntarily unemployed if, in the event of a small rise tn the price 
of wage-goods relatively to the money-wage [we could also say m the 
event of a fall in real wages], both the aggregate supply oj labour 


General Theory, page 16 
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willing to work for the current money-wage and the aggegate demand for tt 
at that wage would be greater than the existing volume of employment 

This IS a new definition The incompatibility 
¥ree of involuntary unemployment in this sense with 
competition classical equilibrium has therefore never been 
in the labour explicitly demed Is such a definition implicit in the 
market and traditional position ^ The traditional view is 
unemployment generally taken to be that, under free competition 
in the labour market, unemployment is incompatible 
with equilibrium because, with free competition, money-wages 
will be flexible Only if money-wages are rigid in the downward 
direction, if they are prevented from fallmg either by tradition, 
by trade-union pressure, or by Government action, can unemploy¬ 
ment exist in equilibrium This position does not, however, 
exclude the existence of involuntary unemployment m Mr Keynes’ 
sense Suppose there is unemployment and wages are rigid 
in the downward direction Few classical writers will deny that 
employment may and will rise when aggregate demand and prices 
are raised by a revival of investment financed by new bank ciedit 
or by dishoarding As there was then previously involuntary 
unemployment, its compatibility with equilibrium is not implicitly 
denied by the traditional view 

A difference of opmion can and does exist only in respect of the 
consequences and desirability of free competition in the labour 
market, which would ensure a complete flexibility of wages 
However, the followmg two propositions would presumably be 
accepted both by Mr Keynes and by the classical school 
First, if there is free competition in the labour market, money- 
wages will fall continuously, so long as there is unemployment 
A situation in which wages fall continuously can hardly be called 
an equilibrium position * Secondly, in point of fact wages are. 


’ General Theory, page 15 Italics in the original An extensive 
discussion of this definition will be found in J Robinson, Essays in the 
Theory of Employment, London, 1937, Part I See also Viner’s criticism. 
Quarterly Journal of Economics, Vol 51, 193b, pages 147 et seq 

* Compare the following statement by Mr J E Meade, “ A Simplified 
Model of Mr Keynes’ System ” {Review of Economic Studies, Vol IV, 
page 99) “ If we suppose that the money-wage rate would fall so long 
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and probably have always been, rigid, because of trade-union 
resistance, unemployment relief, tradition, etc 

There seems to exist, however, a real difference of 
Money-wages opinion between Mr Keynes and the classical 
and real school concerning the influence of a fall in money- 
wages wages on employment Mr Keynes expresses the 
view that, “ with a given organisation, equipment 
and technique ”, an increase in output and employment necessitates 
a fall in real wages ^ But whilst the “classical theory assumes that 
It is always open to labour to reduce its real wage by acceptmg a 
reduction in the money-wage Mr Keynes’ contention is that 
“ there may exist no expedient by which labour as a whole can 
reduce its real wage to a given figure by making revised money 
bargains with the entrepreneur ”,® the reason bemg that “ prices 
change in almost the same proportion, leaving the real wage 
practically the same as before ” * Mr Keynes is, however, 
careful to add that “ this argument would contain 

a large element of truth, though the complete results 
of a change m money-wages are more complex ” ® In Chapter 19, 
“ Changes in Money-Wages ”, he discusses the question in detail, 
and introduces many modifications into the origmal simple 
argument, but the argument is sometimes presented by economists 


as any labour were unemployed, the system cannot be m equilibrium 
without full employment ’ ’ Professor Alfred Amonn also points out that 
only with monopolistic wage rigidities can there be equilibrium with 
less than full employment “ Grundfragen der Konjunkturtheorie und 
Konjunkturpolitik ” in Festschrift fur Oskar Englander, Brunn, 1937, 

' General Theory, page 17 Professor Viner considers this an unwar¬ 
ranted concession to the classical doctrine, as it is quite possible that real 
wages may rise with increasing employment Cf Quarterly Journal of 
Economics, Vol 51, 1936, pages 149 and 150 This has been shown 
statistically by J T Dunlop “ The Movement of Real and Money 
Wage Rates ”, Economic Journal, Vol 48, 1938, pages 413 et seq 
Mr Dunlop’s article has induced Mr Keynes to modify his position 
somewhat See his paper “ Relative Movements of Real Wages and 
Output ”, Economic Journal, March 1939 

* General Theory, page ii 

* Loc cit, page 13 Mr Keynes adds “ This will be our contention ” 

* Loc cit, page 12 

‘ Loc cit , same page, footnote * See also page 269 



240 


Part I 


Analysts of Thoms 

in Its simple unmodified form ^ A closer analysis of this chapter 
seems to suggest that theie is no fundamental difference between 
Mr Keynfs’ results and those reached by those more orthodox 
writers (such as Professor Pigou in his Industrial Fluctuations') 
who pay attention to possible short-period repercussions of wage 
reductions Since there is substantial agreement, except in 
terminology, between Mr Keynes’ analysis and the one given 
in Chapter 11, § 9, of the present book, only a few points will be 
raised in this connection 

Accoidmg to Mr Keynes, the “ accepted explana- 
Keduction in tion ” of the consequences of a reduction of money- 
money-wages wages starts from the assumption that aggregate 
and agsyregate effective demand remains unchanged, then, naturally, 
demand employment will rise Mr Keynes points out 
(as was observed in the first edition of this book -) 
that this assumption assumes away almost the whole problem It 
may be legitimate in a rigid equilibrium theory which deliberately 
argues under the simplifymg assumption of constant aggregate 
demand, but it is certamly illegitimate in busmess-cycle theory, 
and it is usually not made there 

In his view, a “ reduction in money-wages will have no lasting 
tendency to increase employment except bv virtue of its repercus¬ 
sions either on the propensity to consume for the community as a 
whole, or on the schedule of marginal efficiencies of capital, or on 
the rate of interest ” ® This is true, because the three terms are 
so defined that any change m output and employment resulting 
from a fall in money-wages must be describable m terms of one or 
the other, or a combmation of the three magnitudes mentioned If 


* See, for example, Mr A P Lerner “ Mr Keynes’ ' General Theory 
of Employment, Interest and Money ’ ”, Inlernahonal Labour Review, 
Vol 34, 1936 Mr Lerner there “ proves ” that prices must fall “ in 
]ust the same proportion as wages ” (pages 441 and 442) It is true that 
he quailhes that statement by admitting ” that a reduction of money- 
wages may hav e all sorts of indirect influences ” But this qualification is 
again qualified, and the short paragraph devoted to the matter gives a 
very cursory summary of Mr Keynes’ analysis 
® See Chapter 11, § g, below 
“ General 7 heory, page 262 
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investment output rises, the rate of interest and consumption 
having remamed unchanged, the marginal efficiency of capital 
schedule is said to have shifted, if consumption rises without an 
increase in investment and without a change in the interest rate, the 
propensity to consume of the community as a whole is said to have 
increased, etc 

Mr Keynes, however, characterises such influences of wage 
reductions on employment as “ roundabout repercussions 
and suggests that the classical theory erroneously supposes that 
there is a direct route by which wage reductions may affect output 
and employment without affecting the propensity to consume, 
the marginal efficiency of capital or the rate of mtCrest But, in 
fact, the repercussion may be quite direct, even though it can 
always be expressed in Mr Keynes’ terminology if one desires 
to do so Let us take the most straightforward case Suppose 
wages in a pure consumption trade, say, of domestic servants, are 
reduced and the elasticity of demand for these services is unity 
Then the consumption of these services and employment will rise 
The effect of the wage reduction on employment is obviously 
direct, but in Mr Keynes’ terms we must describe it as an mfluence 
via an increase in the propensity to consume 

Mr Keynes quite rightly stresses that, in order to evaluate the 
total effect of a wage reduction, it is not sufficient to consider it 
only in its cost aspects, effects through an increase or decrease of 
workers’ purchasing power must be considered too This matter 
will be taken up m extenso in Chapter 11 below He then discusses 
various routes via which wage reductions may react, in an 
internationally closed system, or in an “ open ” one, through 
creatmg expectations on the part of entrepreneurs with respect to 
future changes of wages in an upward or downward direction 
or by producing “ a more optimistic tone in the mmds of entre¬ 
preneurs, which may break through a vicious circle of unduly 
pessimistic estimates of the marginal efficiency of capital and 
set things moving again on a more normal basis of expectation ” 
(page 264) 


General Theory, page 257 and passim 


17 
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The most important influence which dehnitely 
operates in the direction of a rise m employment 
reducttons and output (whilst many of the others may cut 
increase either way) goes via the liquidity-preference^ 
liquidity “ The reduction in the wages-biU, accompanied by 
some reduction m prices and m money-incomes 
generally, will diminish the need for cash for income and business 
purposes, and it will therefore reduce, pro tanto, the schedule of 
liquidity-preference for the community as a whole Ceteris 
paribus, this will reduce the rate of mterest and thus prove favour¬ 
able to investment ” (page 263) A fall m wages and prices is 
considered equivalent to an increase m the quantity of money 
“ If, indeed, labour were always m a position to take action (and 
were to do so), whenever there was less than full employment, 
to reduce its money demands by concerted action to whatever 
point was required to make money so abundant relatively to the 
wage-unit that the rate ot interest would fall to a level compatible 
with full employment, we should, in effect, have monetary manage¬ 
ment by the trade unions, aimed at full employment, instead of by 
the banking system ” (page 267) 

In our termmology, that amounts to saying that unemploy¬ 
ment with flexible wages leads—in the unfavourable case where 
the wage-bill falls in response to a fall in wages—to an in¬ 
definite increase of idle funds (m hquidity) in terms of money 
and stiU faster in real terms, and there must be somewhere 
a limit at which people will stop hoarding and begin to 
spend agam, either on consumption or mvestment (See below. 
Chapter 11, § 8 ) 

We conclude once more that, according to Mr Keynes’ theory, 
his equilibrium with unemployment can exist only if money-wages 
are rigid in the downward direction This seems quite inescap¬ 
able, and if Mr Kfynes never quite admits it, at one point he 
comes very near to domg so if there were “ competition between 
unemployed workers ”, “ there mi^t be no position of stable 
equilibrium except m conditions consistent with full employment, 
since the wage-unit might have to fall without limit until it reached 
a point where the effect of the abundance of money m terms of the 
wage-unit on the rate of mterest was sufficient to restore a level of 
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full employment At no other point could there be a restmg- 
place 

From this statement, with which all adherents 
Does of the classical school would agree, it does not, 
flexibility of however, follow that very flexible wages (absolutely 
wages and perfect competition in the labour market) are 
prices promote necessarily the best policy to get rid of unemploy- 
stability 1 ment One may still hold with Keynes that, under 
such conditions, prices may become very unstable, 
which may make business calculations difficult and affect 
unfavourably the marginal efficiency of capital ^ The problem 
IS a pressing one which has not yet been solved satisfactorily 
Is absolute flexibility or is a certain degree of rigidity of prices and 
money-wages more conducive to stability of real income ? There 
is one section where competition has been strong and prices have 
been very flexible—viz , agriculture During the last depression, 
for instance, prices of agricultural products fell drastically, but 
output and employment were maintamed In industry (especially 
in capital-goods and durable-goods industries), prices were better 
mamtained, but output shrank It goes without saying that, for 
the farming population, that is a very unfavourable situation But 
many people would argue that, if industry behaved like agriculture, 
prices would fall all around, but production would be well mam¬ 
tained This may be so, but it must be said that it has not yet been 
rigorously proven It may well be, as Keynes says, that violent 
fluctuations of prices, and in particular reductions of prices, would 
create great uncertainty and very unfavourably affect the demand for 
capital and the willingness to mvest Thus the result may be 

’ General Theory, page 253 (italics not in the original) For this 
reason, it is clear that the alleged intractability of slump conditions 
(discussed in Chapter 17 of the Theory, especially on pages 229 to 235) 
can refer only to conditions in which money-wages are not allowed to fall 
indefinitely It is therefore as true to attribute the persistence of unem¬ 
ployment to the rigidity of wages and prices as to attribute it to the 
peculiarity of money as compared with other assets This does not, of 
course, exclude the view that unemployment may be relieved—perhaps 
more effectively—by measures other than a reduction in wages —e g , by 
an increase in the quantity of money combined with Government spending 
• General Theory, page 269 
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that unemployment could be ehmmated and the labour market 
cleared by a very drastic cut in wages, but at the price of a fall of 
real wages to a very low level (Thus Mr Keynes’ assertion that 
prices would fall pan passu with a fall in wages—which has been 
carried to extreme lengths by Mr Lerner, loc at —may be unduly 
optimistic) In other words, if owing to rapid price changes 
entrepreneurs became very pessimistic, or at least very uncertain 
about the future, the demand for labour might become very 
inelastic 

Hence, although the classical theory is right in saymg that an 
equilibrium with unemployment is mcompatible with competition 
in the labour market, it does not necessarily follow that plasticity of 
wages would eliminate depressions (Compare the cautious and 
well-balanced treatment of this problem in Professor PiGou’s 
Industrial Fluctuations, Chapter XX, “ The Part played by Rigidity 
in Wage Rates ”) ^ 

At the beginnmg of this section (see page 233 
Chronic above), it was stated that the depression theory most 
depressions frequently associated with Mr Keynes’ theoretical 
due to under- system is an under-consumption or over-saving 
consumption theory This statement may not seem to have been 
borne out by the detailed analysis of Mr Keynes’ 
pure theory in the preceding pages It is nevertheless true in the 
sense that Mr Keynes, in many places, emphasises the low 
propensity to consume prevailmg in rich countries as the mam 
source of troubles “ But worse still Not only is the margmal 
propensity to consume weaker in a wealthy coimtry, but, owing 
to Its accumulation of capital bemg already larger, the opportunities 
for further mvestment are less attractive ” (page 31) Moreover, 
in various places, the spectre is raised of a lower limit to a fall in 
the rate of interest “ which in present circumstances may perhaps 
be as high as 2% or 2^% on long term If this should prove 
correct, the awkward possibility of an increasing stock of wealth, 

‘ It IS always possible to conserve the favourable effects of a policy of 
wage reductions in its cost aspect, and at the same time to eliminate 
the unfavourable ones, by combining the policy of wage reductions with 
a policy of public works (or similar measures), so as to make sure that 
total purchasing power does not fall 
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in conditions where the rate of interest can fall no further 
under latsse^-faire, may soon be reahsed in actual experience ” ^ 
“ The post-war experiences of Great Britain and the United 
States are, indeed, actual examples of how an accumulation 
of wealth, so large that its margmal efficiency has fallen 
more rapidly than the rate of mterest can fall in the face of 
the prevailmg institutional and psychological factors, can interfere, 
in conditions mainly of laissei^-faire, with a reasonable level of 
employment and with the standard of life which the technical 
conditions of production are capable of furmshing ” (page 219) 
“ I should guess that a properly run community equipped with 
modern technical resources, of which the population is not tncreas- 
ing rapidly, ought to be able to bring down the margmal efficiency 
of capital in equilibrium approximately to zero withm a smgle 
generation ” (page 220) Mr Keynes beheves “ it to be 
comparatively easy to make capital goods so abundant that the 
marginal efficiency of capital is zero ” (page 221) 

Among writers who accept, as well as among those who reject 
these diagnoses and forecasts, the impression seems to prevail 
that they can be deduced from Mr Keynes’ General Theory, but 
not from the traditional theoretical apparatus This impression 
appears to be unfounded In either case, additional empirical 
assumptions are required to estabhsh the validity of those 
diagnoses, and, given these assumptions, they can be deduced 
from, or rather expressed in terms of, either one of the two 
theoretical systems 

The empirical foundation and justification of these visions need 
not be examined in this book, where we are interested more m the 
formal logical structure of the general theory If they are not 
new, they have at least received a strong impetus from Mr Keynes’ 
General Theory The views expressed have been elaborated by 
various writers on the empirical side and much raiment has 
been put around Mr Keynes’ bare contentions We may 
mention a few broad facts which have been adduced to support 
his thesis 


* General Theory, page 219 See also, however, the passage on page 203 
already quoted 
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Investment opportunities are said to have become 
The drymg-up scarcer, as compared with the nineteenth century, 
of investment because of the less rapid growth of population, 
opportunities the cessation of migration on a large scale and of 
the openmg of new territories and continents, the 
reduction of international lending for the reason )ust mentioned 
and others of an institutional and political character More 
precarious assumptions are also made—for instance, that capital¬ 
consuming technical inventions arc less like!)' to be made in the 
future than in the past 

On the other hand, reasons are given which make it unlikely 
tliat the volume of savmg will decrease, and it is stressed that 
important changes in the structuie of the supply of saving have 
occurred which impede their smooth absorption into the available 
investment channels savings are increasmgly made by institutions 
such as life insurance and social insurance compames, which are, 
in most countries, prevented from invcstmg m equities In 
other words, capital has become less venturesome, more timid 
than It used to be in the heydays of capitalism This tendency 
creates a situation of scarcity amidst plenty in the capital market 
and eliminates a number of important outlets for investment 

These speculations about secular tendencies and developments 
are necessarily vague and aie easily coloured by the subjective 
attitude of the particular writer and the surrounding conditions 
Their persuasiveness often depends less on the logical force of the 
aigument than on the way in which relevant facts are selected 
Temporary hitches in the flow of mvestment, due to psychological 
shocks, rigidities, etc , are frequently interpreted as being due 
to a chronic lack of investment opportunities The conditions 
necessary for chronic unemployment are overlooked or not 
clearly stated for example, it is often not realised that either 
money-wages and prices must be rigid agamst downward pressures, 
or else, if they are allowed to fall gradually under the pressure of 
competition, it must be assumed that people are willmg to hoard 
unlimited amounts of money 

However, the clear realisation of all the necessary qualifications 
of these theories cannot defimtely disprove their validity, although 
It may reduce their persuasiveness Only the careful scrutmy of 
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a mass of experience and the study of historical processes can 
make the hypothesis more or less probable ^ 


§ 6 STATIC VtRSUS DYNAMIC THKORIKS 
SOME METHODOLOGICAL OBSERVATIONS 

We may properly terminate the first part of this book by 
reflecting briefly on certain fundamental characteristics of the 
theories reviewed, thereby reverting to the logical problems 
touched upon in the first chapter 

On an earlier occasion, we characterised 
Geneial versus Mr Keynes’ General Theory as a general inter- 
partial dependence (equilibrium) theory m macro-economic 
equilibrium terms The theory is a general interdependence 
theory in the sense that it explicitly embraces the 
economic system as a whole and represents it by means of a limited 
number of magnitudes interrelated by a few easily comprehensible 
relationships This explicit generality distinguishes Mr Keynes’ 
system favourably from many business-cycle theories which give 
only a partial picture, confinmg themselves, consciously or 
unconsciously, to exhibiting only some particular relationships, 
which are supposed to be the crucial ones, and leaving the rest 
hidden, so that it is left to the reader to supply from general 
economic theory the missing relationships which are necessary to 
make the system determinate 


‘ The most balanced and best considered statement is to be found in 
Professor Hansen’s Tull Recovery or Stagnation, New York, 1938, 
passim, and in his paper, “ Economic Progress and Declining Population 
Growth ”, American Economic Review, March 1939 A very good but 
rather unqualified statement is to be found m An Economic Program for 
American Democracy bv Paul M Sweezy, R V Gilbert and others. New 
York, 1938 Compare also Gerhard Colm and Fritz Lehman, Economic 
Consequences of Recent American Tax Policy, Supplement I to Social 
Research, New York, 1938 , and G Haberler, “ Interest Rate and Capital 
Formation ”, in Capital Formation and its Elements, ed by the National 
Industrial Conference Board, New York, 1939 
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Mr KryNE'i’ system is conceived in terms of 
Macroscopic macro-econoixuc concepts, inasmuch as its fun- 
versus damental data consist of complex magnitudes which 
microscopic relate to society as a whole, such as national income, 
analysis savings, investment, volume of production of 
producers’ or consumers’ goods, effective aggregate 
demand, price levels, etc Its macroscopic nature Mr Keynes’ 
theory has m common with most business-cycle theories If a 
theory which aims at representmg the econormc process as a whole 
IS to be manageable, it cannot avoid using broad averages and 
aggregates of a collective nature It is very well to preach a 
microscopic approach and to urge the mvestigator to go back to 
the individual units (households and firms) It is true, of course, 
that direct and mdirect observations of individual behaviour and 
happenings arc the only source of mformation about the magnitude 
and behaviour of collective phenomena But the finaB statements 
at which the theory aims (as distinguished from the methods by 
which they are reached) must practically always run m terms of 
aggregates and averages ^ 

The broader these aggregates, the smaller their number, the 
more easily manageable (theoretically and statistically) the resulting 
system Unfortunately, however, it is usually not possible to find 
between very broad aggregates significant relationships which can 
be relied upon to be borne out by the facts If so, the aggregates 


' “ Final ” in a relative sense 

• Professor Frisch (“ Propagation and Impulse Problems ” in Eco¬ 
nomic Essays in Honour of Gustav Cassel, London 1933, page 172) 
uses the term " macro-analysis ” m the sense of “ general ” (embracing 
the economic process as a whole) and “ micro-analysis ” in the sense of 
“ partial equilibrium analysis ” He points out that a general inter¬ 
dependence theory can be given in all detail (in our terminology in micro¬ 
scopic terms) only “ if we confine ourselves to a purely formal theory 
Indeed, it is always possible by a suitable system of subscripts and 
superscripts, etc , to introduce practically all factors which we may 
imagine (all individual commodities, all individual entrepreneurs, all 
individual consumers, etc ), and to write out various kinds of relationship 
between these magnitudes, taking care that the number of equations is 
equal to the number of variables Such a theory, however, would have 
only a rather limited interest In such a theory it would hardly be 
possible to study such fundamental problems as the exact time, shape 
of the solutions, etc ” (page 172) 
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must be subdivided, the method must be made more miscroscopic 
But so long as aggregates, even restricted in scope, are used, there 
IS always the danger that the internal structure of these aggregates 
(in other words, the relationships between their subdivisions) may 
prove to be significant, this would force the economist to split up 
the aggregates so far undivided and to try to construct his system 
in terms of subdivisions of these aggregates Thus the business- 
cycle theorist is always torn between the temptation, on the one 
hand, to go into minute details and to work out an endless number 
of individual cases where the course of events is decisively 
influenced by small details, and the passion, on the other hand, for 
constructing sweeping theories with a few bold strokes of the pen 
The stony path of the economist working in this field leads con¬ 
stantly between the Scylla of a maze of individual cases of an 
unmanageable casuistry and the Charybdis of ingenious and 
clean-cut but lofty and half-true theories 

Mr Keynes’ theory has still another character- 

Static versus istic which distmguishes it from all busmess-cycle 
dynamic theories it is essentially static By a static theory, 
theories we mean a theory where all the variables (magnitudes 
to be explained) relating to a certain pomt or period 
of time are explamed by data relating to the same point or period 
of time ^ Such a theory can never explain a movement in time 
It can only answer the question Given certain data at a certain 
moment, what will be the result at that moment ^ True, if the 
data change in time, then the results will also change But a 
change m data cannot be explamed (If it could, then the data 
would cease to be data and become variables ) They must be 
given (or assumed) anew for each successive point in time This 
method of dealmg with economic change is frequently called 
“ comparative statics ” ^ 

' Cf, for example, Frisch, loc ctt, and J Tinbergen, “ Suggestions 
on Quantitative Business-cycle Theory ”, Econometrica, Vol 3, 1935, 
page 241 

• Usually, the assumption is made that, after a change in the data has 
occurred, a certain period of time must elapse before a new equilibrium 
emerges Comparative statics in the strict sense confines itself to de¬ 
scribing the two equilibria, the starting-point and the destination of the 
economic system Any attempt, on the other hand, at analysing in 
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To explain the business cycle, or any change of the economic 
system over time, we need either a law about a (cyclical) change in 
certam data or a dynamic theory In the first case, we speak of 
an “ exogenous ” theory of the cycle (See Chapter i ) The 
patadtgma is the weather theory of the cycle But explanations 
of this sort can be discarded at once as insufficient 

By a dynamic theory, we mean “ a theory that explains how one 
situation grows out of the foregoing In this type of analysis, we 
consider not only a set of magmtudes in a given point of time and 
study the interrelations between them, but we consider the magni¬ 
tudes of certain variables in different points of time, and we 
mtroduce certain equations which embrace at the same time several 
of these magnitudes belonging to different instants We may 
also say that a theory is dynamic, if a magnitude is explained by 
another relating to an earlier (or, more generally, to another) 
point of time In still other words if there are lags in the causal 
nexus If we say, for instance, that the volume of production (of 
a particular commodity or of commodities in general) is governed 
by the relation of cost and prices, we obviously must allow for a 
certain lag cost and prices to-day govern production to-morrow 
The acceleration principle is a dynamic relationship investment 
IS explained by a previous change in demand for the product 
The “ multiplier relationship ” may be formulated dynamically, by 
allowing a time-lag between investment and the resultmg increase 
in consumption demand (In Mr Keynes’ system, it will be 
recalled, it is a timeless terminological rule, only incidentally are 
some remarks made about the probable change of the value of 


detail the process of transition from one equilibrium to the other (e g , 
in Marshallian manner, by distinguishing between short- and long- 
period eltccts) marks the hrst step towards a “ dynamisation ” of static 
theory For it leads inevitably to the recognition of the fact that, as the 
result of certain reactions, the process of transition, and hence the final 
equilibrium, may be dilferent It also suggests that, after a given change 
in the data, a stable position will be reached only under special assump¬ 
tions (stability conditions), which cannot be taken for granted without 
careful analysis 

> Frisch, loc ext , page 171 Tinbergen formulates “ A theory [is 
called] ‘ dynamic ’ when variables relating to different moments appear 
m one equation ” (/oc ext , page 241) 
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the multiplier, or of the marginal propensity to consume, over 
time ^ 

Such a dynamic theory is endogenous in character The deter¬ 
minants at any moment of time cease to be simply assumed To¬ 
day’s determinant data are yesterday’s variables (and are thus 
explained), and to-day’s variables become to-morrow’s data 
The successive situations (short-run equilibria) are interconnected 
like the links of a chain Hence, in order to explain a movement 
(cyclical or otherwise), we need not assume a corresponding 
change in the data,* we need be given only the lirst position or 
an initial change in data, at the beginnmg of the process 

The skeleton of Mr Keynes’ theory, as it is represented precisely 
m diagrammatic form by Professor Lange,® is essentially static 
There are no time-lags, and all the data and variables relate to 
the same pomt of time There are, however, many allusions 
to dynamic relationships in incidental remarks and illustrative 
observations which arc thrown out in great number all over the 
book Moreover, dynamic theories can be grafted upon (or, as it is 
more correct to say, may be expressed in terms of) Mr Keynes’ 
system This has been done, for example, by Mr Harrod,^ 
who introduced the dynamic acceleration principle (and seems 
to interpret the multiplier dynamically) Another example is 
Mr M Kalecki’s theory,® which introduces a lag between 
investment decisions as determined by the current situation and 
the actual volume of investment * 


* Professor Tinbergen,/oc , has enumerated many ditferent d> namic 
relationships which hare been used at one time or another in business- 
cycle theory 

“ 1 his was the definition of an theory C/ Chapter i, page 9 

“ Economica, February 1938 Mr Keynes has accepted this exposition 
as correct See also J E Meade “ A Simplified Model of Mr Keynes’ 
System ”, m the Review of Economic Studies, Vol IV, 1936/37, page 98 

* The Trade Cycle, Oxford, 1936 

‘ “ A Theory of the Business Cycle ”, in Review of Economic Studies, 
Vol IV, February 1937, pages 77 et seq , reprinted in Essays in the Theory 
of Economic Fluctuations, London, 1939 

“ These theories, although inspired by Mr Keynes’ General Theory, 
can be and have been expressed in a more classical terminology 
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There is, however, one feature about Mr Keynes’ 
Are system which has given the impression to many 
expectations readers that the General Theory of Employment is a 
a dynamic dynamic theory—^namely, the fact that, following 
element ? the lead of Swedish writers such as Myrdal 
and Lindahl, it runs m terms of expectations 
Almost every concept is defined in terms of expectations 
“ aggregate demand function ”, “ supply function ”, “ effective 
demand ”, “ margmal efficiency of capital ”, etc , are defined 
with the help of such concepts as “ the prospective yield of 
capital ”, “ proceeds which entrepreneurs expect to receive ”, 
etc ^ Now, in a sense it is true that the explicit introduction 
of expectations tends to make a theory truly dynamic In the 
sense, namely, that the introduction of expectations mto the causal 
nexus IS essentially an incomplete idea which requires, in order to 
become at all useful, a complement which makes the theory 
dynamic if we confine ourselves to saying that it is not actual 
(current) prices, costs, profits, etc, but expected prices, costs, 
profits which induce an entrepreneur to produce and to invest, 
we do not say very much, unless we give some hint as to how 
these expectations are determined 

A theory which takes the expectations as given at any point of 
time, and does not say anything on how they grow out of past 
experience, is of very little value, for such a theory would still be 
static, and it is almost impossible to determme expectations as 
such * Only if it is possible to give some hypotheses about how 
expectations are formed on the basis of past experience (prices, 
state of demand, costs, profits, etc ) can a really useful and verifiable 
theory be evolved And such a theory is evidently dynamic in the 
sense explained above, for it links the past with the present past 


* General Theory, pages 24, 25, 46 et seq , 141, 147 et seq Compare 
also what has been said earlier in this book in Chapter 6, § 2, on the r 61 e 
of expectations 

* Expectations may almost be called “ non-operational concepts ” 
The only way of finding out something about them would be to question 
individual busmess-men—a very questionable procedure 
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prices, costs and profits via the state of expectation with present 
production, consumption and investment ^ 

Mr Keynes has, of course, much to say on the formation of 
expectations and the difficulties and limitations confrontmg 
any theory on this subject But all this is contained m the wealth 
of remarks, observations and obiter dicta which—elaborating, 
supporting, illustrating and, at times, contradictmg and blurrmg— 
surround the mam outhne of his theory the dynamic aspects do 
not penetrate the heart of his theory 

Professor Robertson’s “ period analysis ”, on the other hand 
IS a clear step in the right direction of a truly dynamic analysis. 
Similarly, a number of Swedish writers, especially Dr Eric 
Lundberg in his Studies in the Theory of Economic Expansion,^ 
have visualised the problem clearly Dr Lundberg characterises 
the method as “ sequence analysis ” and has constructed a number of 
macroscopic dynamic models—“model sequences” as he calls them ® 
Dr Lundberg’s models are theoretical—that 
Theoretical is to say, the figures are assumed (not found statisti- 
versus cally), the relationships postulated, although assumed 
statistical and selected so as to be not impossible on a prion 
models grounds, are too simple and too few in number to 


' From a strictly logical point of view, the psychological link between 
the past and the present consisting of expectations may be dropped and the 
theory stated in terms of a direct relationship between observable pheno¬ 
mena at different points of time Psychologically it may, however, be 
useful to retain the word “ expectations ”, or a similar concept, as a link, 
because it reminds us of the fact that those dynamic “ laws ” (relation¬ 
ships) are nothing but hypotheses, that they can hardly ever be stated very 
precisely in great detail , and that they may always be subject to rapid 
change “ without notice ” 

* London, 1937, especially Chapter IX 

’ Compare the following remarks from his book “ The introduction 
of causal elements linking up economic factors in successive periods of 
time means a more radical departure from equilibrium-theories than the 
dynamisation claimed by Myrdal, and later by Keynes, when paying atten¬ 
tion to the independent r 61 e of expectations and anticipations 
The introduction of expectations can, in a way, be said to mark the 
stepping-stone to dynamic analysis, because they express the connection 
linking present plans and activities with future events However, 
economists have indulged in too much purely formal exercise with this 
term It is sensible to link actions with expectations, only if the 

latter can be explained on the basis of past and present economic events 
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give an adequate picture of the enormous complexity of real life ^ 
Professor Tinbergen, on the other hand, in a number of pioneermg 
studies, has tried to evaluate statistically a great number of dynamic 
relations for particular countries and to construct concrete models 
which give at least a rough quantitative approximation of the 
principal economic magnitudes and of the dynamic laws by which 
they are interrelated * 

A dynamic theory of the business cycle, if fully elaborated in 
precise terms, so as to do some justice to the enormous complexity 
of the real world, requires a highly comphcated mathematical 
technique and presents formidable problems from the purely 
formal logical point of view * 


Total lack of correlation here would mean the complete liquidation of 
economics as a science In every process of economic reasoning, 

we have to make certain assumptions, often not specified, 

concerning the relation between expectations, on the one hand, and 
current or past prices, profits, etc , on the other ” {loc cit , page 175) 

‘ Dr Lundberg is, of course, well aware of these limitations 
’• See, for example, An Economic Approach, to Business-cycle Problems 
and the companion volume, Les Fondements MathSmatiques de la Stabili¬ 
sation du Mouvement des Affaires, Pans. 1937 1938 For a detailed 

discussion of the statistical methods and measurements involved, compare 
Professor Tinbergen’s memoranda published by the Economic Intelli¬ 
gence Service of the League of Nations, Geneva, 1939, in the series 
Statistical Testing of Business-Cycle Theories 

• Hence this branch of economics has been cultivated by mathematical 
economists See especially the work of Frisch and Tinbergen 



Part H 

SYNTHETIC EXPOSITION RELATING TO THE 
NATURE AND CAUSES OF BUSINESS CYCLES 




Chap 9 


DefimUon of the Cycle 


257 


CHAPTER 9 

DEFINITION AND MEASUREMENT 
OF THE BUSINESS CYCLE 


§ I INTRODUCTION 

There is complete unanimity among economists 
" Crisis ” that the problem of the recurrence of periods of 
afiJ economic depression and the cognate problem of 
“Depression” acute economic or financial crises cannot fruitfully 
be discussed in isolation from the major problem 
of which they form part— viz, the problem of the business or 
trade cycle , by which is meant, a wavehke movement affectmg 
the economic system as a whole It is therefore with the major 
problem that this study is concerned 

To define “ depression ”, we must also define ‘‘ prosperity ” 
for the two are correlated concepts, since each is the negative of 
the other 

Before we try, however, to define more precisely these two 
concepts, it may be well to say a word about the meaning of the 
two related terms “ crisis ” and “ depression ”, They are fre¬ 
quently used mdiscrimmately Throughout this paper, they will 
be sharply distinguished 

“ Depression ” will be used to mean a process or a continuous 
state of affairs of more or less extensive duration, which will be 
described and defined m foUowmg sections of this chapter 

The term “ crisis ” has two meamngs. In the techmcal sense 
of busmess cycle theory, it means the turning-pomt which marks 

18 
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the passage from prosperity to depression In the ordinary sense 
of everyday language, in which it is used also by the financial 
Press and frequently in economic writings, it means a state of 
acute financial stringency, pamr, runs on the banks, drain of gold, 
bankruptcies, etc. A “ crisis ” in the technical sense —t e , a 
turn from prosperity to depression—is usually (but not always) 
accompanied by an acute “ crisis ” in the ordinary sense On the 
other hand, an acute financial crisis may, and occasionally does, 
occur at a time when there is no “ crisis ” in the technical sense, in 
other words, it does not always mark the turn from a period of 
prosperity to a period of depression, but occurs sometimes during 
a depression or even durmg a prosperity period without turning 
the latter into a depression ^ 


§ 2 DEFINITION OF PROSPERITY AND DEPRESSION 
IN THE GENERAL SENSE 

Depression and prosperity may exist in the case 
A closed of a branch of industry, a region, a whole country 
economy or the whole world 

The mternational aspects and comphcations of 
the cychcal movement will be considered in Chapter ii below 
In the earlier chapters, the reference will always be to the case of 
a closed economy—by which is meant, not a completely isolated 
country, but a country in possession of all the attributes which 
we shall find necessary for the full development of the trade cycle 
We may therefore have occasion to allow for outside mfluences on 
our “ closed ” country, even before we turn tn extenso to all the 
complications and quahfications in the argument necessitated 
by the fact that in the real world we are concerned, not with a 
number of independent economic systems, but with a system of 
interdependent and interrelated countries 


‘ But, as has been touched upon in connection with the discussion of 
the “ psychological ” theories, the “ detonation ” of a financial crisis is 
likely to deteriorate the general situation, even if it does not bring about 
an actual turn from prosperity to depression 
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Depression means a state of affairs in which real 
Alternative mcome consumed or volume of consumption per 
criteria head, real mcome produced or volume of produc¬ 
tion per head^ and the rate of employment are falhng 
or are subnormal m the sense that there are idle resources and 
unused capacity, especially unused labour 

Prosperity, on the other hand, means a state of affairs in which 
the real income consumed, real income produced and level of 
employment are high or rising, and there are no idle resources or 
unemployed workers, or very few of either 

Depression and prosperity differ in degree rather than in kind 
It IS not so much a question of a sharp Ime of demarcation between 
the two, as of a scale of more or less depressed or more or less 
prosperous conditions, ranging from deep depression to high 
prosperity and from severe unemployment to full employment of 
all the factors of production 

Real income consumed, real income produced, rate of employ¬ 
ment—the three are comparatively precise concepts and even to 
some extent measurable quantities There is httle to be gained 
by looking deeper, though it is always possible to regard each of 
the three as m one way or another an index or a measure of a more 
fundamental magmtude, 1, of economic welfare But “economic 
welfare ” is a vague expression which itself calls for defimtion in 
terms of more precise and measurable magnitudes—and, as such, 
real income consumed, real income produced and rate of employ¬ 
ment are at once indicated For all practical purposes, therefore, 

* Professor Fisher, in his various writings, defines “ national income ” 
as volume of consumption (see his Nature of Capital and Income, New 
York, 1912, his Theory of Interest, New York, 1930, and his article “ Der 
EinkommensbegnfT im Lichte der Erfahrung ” in Die Wirtschaftstheorie 
der Gegen.uart, Vol III, Vienna, 1928, page 28) It has, however, 
become more and more usual to define national mcome as consumption 
plus net investment—that is, for a closed economy, the same as what 
we have called above “ national income produced ” or “ volume of 
production ” Since investment can be negative (disinvestment, dissav¬ 
ing, capital consumption), the volume of consumption may exceed the 
national income In Chaptei 10, we shall have to come back to these 
questions of definition (C/ .eg, Eric Lindhal “ The Concept of 
Income ” in Economic Essays in Honour of Gustav Cassel, London, 1933, 
pages 399 et seq, and the statistical literature which has sprung up in 
recent years ) 
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prosperity and depression are sufficiently precisely defined in 
terms of one or the other or all three of these magnitudes ^ 

In recent years, unemployment has frequently 
“ Employ- been taken as the sole criterion of the economic 
ment ” situation of a country It must not be forgotten 

crtterion in this connection that a certain amount of unem¬ 
ployment IS always present (frictional unemploy¬ 
ment), and that there is a seasonal fluctuation of employment in 
many trades and countries Even if these two factors are dis¬ 
regarded, the fact remains that in some countries unemployment 
remains on a high level over long periods— eg, m England or 
Austria after the war In such a case, we speak of a chronic 
depression but this does not mean that cyclical fluctuations are 
absent. They are merely superimposed on the mass of “structural” 
unemployment 

Even with all these qualifications—which are equally apphcable 
mcidentally to the two other factors of real mcome consumed and 
real income produced—the employment index cannot be regarded 
as an unfailing criterion m all cases In agriailtural countries, 
for example, depressions, whether due to crop failures or to 


* The precise definition of the three variables—real income consumed, 
real income produced and rate of employment—and the method of measur¬ 
ing them open up, of course, the possibility of infinite discussion and raise 
a host of intricate problems The whole literature on the construction 
of index-numbers of the price-level and volume of production and the 
cognate problems which they raise, has its relevance m this connection 
It need not, fortunately, detain us at this point since (as we shall see) 
the fluctuations with which we are concerned are so marked as to be 
visible, whichever of the current definitions and methods of measurement 
of the fundamental magnitudes is adopted Exceptional cases are 
conceivable where reference to other criteria is indicated—for example, 
where adverse influences on the real income consumed or the real income 
produced are offset by harder work In such a case, though the real 
income consumed and real income produced are unchanged, we are 
compelled to record a deterioration of the position, because the economic 
welfare is reduced The additional criterion which must be introduced 
in this case is the length of the working-day An alternative would be 
to define real income in such a way as to cover the quantum of leisure 
achieved and to make allowance in some manner for the toil and trouble 
involved The statistics, however, allord no ground for supposing that 
such exceptional cases are of any considerable practical importance 
Hence we may refrain from going into the matter in greater detail 
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low prices, are not commonly accompanied by unemployment. 
The farmers and agricultural workers indeed may even work 
harder, and more people may be called in to work—wives and 
children, for example—in bad times than m good The same 
may be true, to a certam extent, m countries such as Japan or 
Yugoslavia where mdustrial labour is not completely divorced 
from the soil Even m a purely industrial country, if wages were 
perfectly plastic, unemployment could possibly—although this is 
an open question—be reduced to a very low point On the other 
hand, there are cases where unemployment is due to rapid techno¬ 
logical progress * m such cases one can hardly speak of depression 
or deterioration of the situation m spite of the high or rismg level 
of unemployment ^ 

In such cases, we fall back on the two other criteria above 
mentioned—namely, real income consumed and real income 
produced ^ The ditfcrence between the two consists in the fact 

* No refeiencc is made in tins connection to statistical difficulties in 
the measurement of unemployment—a frequent source of spurious 
changes in unemployment figures The introduction of schemes of 
unemployment lelief or insurance and alterations in existmg relief schemes 
always involve changes in the number of registered unemployed, for the 
reason that numbers of persons previously not registered are included 
in the registration, while numbers of persons previously registered are 
excluded Changes in the situation m regard to unemployment relief 
are also bound to influence the real volume of unemployment owing to 
changes in wage-rates and the willmgiiess of the workers to accept work 
at the prevailing rates 

• It may be urged that, in manufacturing industries, which are not 
dependent upon the weather, a divergence between volume of production 
and rate of employment is impossible in the shoit run But this is not the 
case—even apart from the destruction caused by earthquakes, fires, explo¬ 
sions and the like Where there is no reduction in the labour strength, 
a fall in the volume of output is conceivable, if less capitalistic methods 
of production are employed There are theorists who mamtam that 
this actually happens during the depression Quantitatively speaking, 
however, in the absence of unemployment, fluctuations in production 
would certainly be reduced to relatively small proportions 

Professor F Machlup says “If wages were perfectly flexible, there 
would perhaps be no sharp fluctuations in employment but there would 
be fluctuations in wage-rates instead” (“Professor Kmght and the 
Period of Production” in Journal of Political Economy, Vol 43, October 
1935, page 624) See also J Robinson on “Disguised Unemployment” 
in Economic Journal, June 1936, reprinted in Essays xn the Theory of 
Employment, London, 1937, pages 82 et seq 
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that real income consumed is confined to consumers’ goods and 
services—that is to say, is equivalent to “ volume of consump¬ 
tion ” or, if we disregard changes in stocks of consumers’ goods, 
to “ flow of goods and services ready for consumption 
while real income produced includes also additions to the stock 
of goods of a higher order (producers’ goods, raw materials, etc ) 
If wages or mcomes in general are flexible, and 
unemployment is avoided more or less completely 
ertterton by a fall in wages rapid enough to offset the deterio¬ 
ration in the economic situation, the deterioration 
wiU take the form of a fall in the real income consumed by the 
community In the case mentioned above of an agricultural 
country, the rate of employment and the volume of production 
may even rise in spite of the prevailing depression, if the foreign 
demand for the product of the country has fallen as a result, 
tf ^, of a depression in certain foreign countries or the expansion 
of a competitive source of supply ® The criterion of the 
deterioration is then a fall m the real income consumed represented 
by a reduction of the consumption of imported goods due to the 
fall in price of home-produced exports 

In a closed economy, the situation is usually less 
“Production'' involved But even here the movements of the 
ertterton volume of consumption and real income produced 
may diverge It is conceivable that the volume of 
consumption should remam constant or even rise while the volume 
of production falls —e g , in the case of a community living on its 
capital Obviously, in such a case, the volume of production and 


* It IS convenient to regard durable consumers' goods (such as motor¬ 
cars or dwelhng-houstb) as goods of a higher order, and their services 
as the finished product Professor Irving Fisher s Nature of Capital 
and Income (New York, 1912) would seem to contain the most satis¬ 
factory discussion of the various accounting problems which arise m 
this connection 

■“ It is worth pointing out that the term “volume of production” 
may l>e defined as meaning, not the volume of home production, but the 
final outcome or result of the national labour including (that is) the volume 
of goods obtained for that part of the product which is exported to foreign 
countries Volume of production = amount produced at home — exports 
-I- imports If we adopt this definition, the discrepancy in this case 
between volume of production and real income consumed is avoided 
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the rate of employment have to be taken as criteria rather than the 
volume of consumption ^ 

On the other hand, if a commumty adds to its capital eqmpment, 
the volume of production may rise or remam constant, while the 
volume of consumption falls or does not rise so rapidly. In this 
case, clearly the volume of production and the rate of employment 
should be regarded as the true criteria 

This situation frequently arises, to a greater or smaller extent, 
when business is recovering from a deep depression The 
production of producers’ goods rises and additions are made to 
the capital stock, but the flow of consumers’ goods and services 
usually rises only to a lesser extent 

We may conclude that a combmation of the three 
Conclusion indices—(i) employment, (2) real income consumed 
and (3) real income produced—can be regarded as 
the criterion of the existence, and measure of the degree, of 
prosperity and depression and changes in the same If all three 
indices pomt m the same direction, the situation is clear If they 
diverge, it is as a rule possible to arrive at some indication on the 
basis of the considerations above set forth 

We shall see that the fluctuations are usually so marked that the 
doubtful cases are of no practical importance But, before we 
proceed to statistical examples, we may discuss briefly two other 
criteria which are often used m the literature on the subject 

Fluctuations in profits (and losses) are frequently 
Other regarded as the essential characteristic of the 
criteiia busmess cycle but it would not seem advisable to 
rank them with the three fundamental elements 
mdicated above The term “ profit ” is vague and misleading 
What are recorded statistically as “ profits” {eg, profits of cor¬ 
porations) do not consist purely of profits in the sense m which 
economic theory uses the term • they are, rather, a mixture of 
mterest, rent, monopoly gams, etc Profits m the sense in which 
economic theory uses the term are part of the national income 


• Volume of consumption can be taken as the criterion, if the time 
element is introduced A community living on its capital is prosperous 
for the time being, but the prosperity cannot last 
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and, as such, are included in “ real income ” The absence of 
profits—or losses—in this, the strict, sense of the word is the very 
essence of perfect equilibrium of the economic system, and a state 
of perfect economic equilibrium, with full employment of all 
available resources, is surely a state of high prosperity 

The term “ loss ” also lacks precision An individual, commer¬ 
cial loss need not be a loss to the community The mvention of a 
new productive process, for example, may involve losses on the 
fixed plant used m the process supplanted but such losses do not 
constitute a deterioration in the economic situation of the 
community Profit-and-loss statistics are no doubt a valuable 
symptom of the busmess cycle m the technical sense * but they 
are not an unfailing criterion of the business cycle in the general 
sense (§ 3) 

Our employment- and production-criterion seems to express 
precisely what is meant by “ economic activity ”, which is 
frequently used, more or less loosely, as criterion of prosperity 
and depression Evidently, if it is to be at all useful as such a 
criterion, the concept must be capable of quantification, and if we 
ask ourselves how the degree or intensity of economic activity is 
to be measured, the answer will be in terms either of mput or 
output, in terms, that is to say, of the effort applied or the result 
achieved This is doubtless equivalent to measurmg it m terms 
of employment (not necessarily of the available labour factor 
only) or of production 

§ 3 THr BUSINESS CYCLE IN THE GENERAI SENSE AND 
IN THE TECHNICAL ^ENSE 

The business cycle in the general sense may be defined as an 
alternation of periods of prosperity and depression, of good and 
bad trade This defimtion is, however, provisional, for it is 
obviously too wide It covers more than the business cycle in 
the technical sense of business-cycle theory That the general 
economic situation is subject to fluctuations, that the volume of 
production, national income and level of employment should 
sometimes be above and sometimes below the average or trend 
is not indeed surprising An alternation of periods of depression 
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and prosperity is what we should normally expect What calls 
for explanation is, in the first place, the duration and wide amplitude 
of the fluctuations—particularly those in the negauve direction, 
since the upward movement, the approach to full employment, 
might be explained as a natural consequence of the inherent 
tendency of the economic system towards eqmhbrium Why do 
we not find short irregular oscillations around a trend, but long 
swmgs in both directions ? 

It IS not merely, however, the magmtude of the fluctuations, 
but their peculiar nature, which constitutes the problem of the 
cycle What that nature is can be indicated at this point only 
m negative terms With the positive explanation of these fluc¬ 
tuations, the whole of the rest of this study is concerned The 
mysterious thmg about them is that they cannot be accounted 
for by such “ external ” causes as bad harvests due to weather condi¬ 
tions, diseases, general strikes, lock-outs, earthquakes, the sudden 
obstruction of mternational trade channels and the like Severe 
decreases in the volume of production, real income or level 
of employment as a result of crop failures, wars, earthquakes 
and similar physical disturbances of the productive processes 
rarely affect the economic system as a whole, and certainly do not 
constitute depressions in the technical sense of business-cyclc 
theory ^ By depression in the technical sense we mean those 
prolonged and conspicuous falls in the volume of production, 
real income and employment which can only be explained by the 
operation of factors originating within the economic system 
Itself, and in the first instance by an insuffiaency of monetary 
demand and the absence of a sufficient margm between price and 
cost 

If external disturbances of the kind referred to have a causal 
relation to the occurrence of depressions in the technical sense— 
which IS unquestionably the case—it is not so much the material 
obstruction of the production process that accounts for the fall 

‘ Ihis by no means excludes the possibility of such external disturb¬ 
ances havmg an indirect influence on the business cycle in the technical 
sense On the contrary, we shall see that those disturbances play their 
r61e by starting or reversing, retardmg or acceleratmg, mtemal processes 
of expansion and contraction of output and employment 
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General Indices of Cvclical Movement in Various Countries 

For explanations, see Appendix I, page 453 
Ihe prinapal crises are indicated by arrows 
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General Indices of Cyclical Movement in Various Countries 

For explanations, see Appendix I, page 453 
The principal crises are indicated by arrows 
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in the volume of production as the peculiar response of the 
economic system ^ 

The continuance of production is materially perfectly possible 
The necessary capital equipment is there, so is the labour-power 
so are the raw materials and semi-finished products Yet somehow 
a large part of the factors of production cannot be put to work, 
the economic machine does not function smoothly the price 
system is out of equihbrium 


§ 4 BASIC FACTS ABOUT THE BUSINESS CYCLE 

In any attempt to apply our fundamental criteria 
Vour phases of prosperity and depression in order to locate and 
of the cycle measure in exact form, over any considerable length 
of time, the phenomenon which is the subject of 
our study, we are at once confronted with the difficulty that the 
statistical data, especially for the earlier periods, before the war 
and in the nineteenth century, are very madequate Indices of 
national income and employment (or imemployment) are very 
unrehable, and m the case of a number of countries do not exist 
at all Indices of the volume of production are also far from 
being complete or sufficiently representative 

The fluctuations with which we are concerned are, however, so 
marked and extend over such a wide range of phenomena that it 
IS possible to identify them with a high degree of accuracy on the 
basis of the existing material, even in periods for which the latter 
IS not so complete We begin with the attempt to determine 
the length of the successive periods of prosperity and depression m 
the case of a number of countries by fixing as exactly as possible 
the turning-points from boom to slump and slump to boom. The 
whole cycle is divided into four phases or parts 

(i) The upswing (prosperity phase, expansion). 


' This IS clearly revealed by the fact that external disturbances, such 
as a war or an earthquake, which directly obstruct the productive process 
and destroy wealth, nevertheless frequently tend to bring about an expan¬ 
sion rather than a contraction of employment and production 
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(2) The downswing (depression phase, contraction),* 

(5) The upper turning-point—that is, the turn from prosperity 
to depression (down-turn, crisis in the technical sense) ,* 

(4) The lower turnmg-point—that is, the turn from depression 
to prosperity (up-turn, revival) 

This distmction of four phases, or rather two phases and two 
turning'pomts, should not be taken to imply more than is actually 
said It is not suggested that the duration of cycles should 
necessarily be counted either from trough to trough (from revival 
to revival) or from peak to peak (from crisis to crisis) It is not 
mamtained that each cycle (whether counted this way or that way) 
IS to be regarded as (so to say) an mdividual unit or an indivisible 
whole. So that it must be explained by a single principle, or, agam, 
that one phase grows out of the previous one and must be explamed 
with reference to it Such statements may have a definite meaning 
and value at the end, or in a later stage, of a study such as the 
present one At this early stage, we shall do no more than 
register certain basic facts ® 

In the preceding graphs, the cychcal movement 
Various in a number of countries is represented by various 
indices indices, a description of which is given m Appen- 

recording dix I An inspection of the diagrams shows an 
the cycle almost perfect concordance m the movements of diffe 

rent curves There are sometimes slight deviations, 
but they seldom exceed one year They can often be explamed 


‘ The terms " expansion ” and “ contraction ” are sometimes used 
in the purely monetary sense of expansion and contraction of credit 
or money We shall use them, where no other meanmg is implied by 
the context, to denote the complex phenomenon—expansion and contrac¬ 
tion of production and employment plus expansion and contraction of 
the circulating medium For the purely monetary aspect, we shall 
usually employ the terms “inflation” and "deflation” 

’ See page 257 

■' Various writers have elaborated different typical cycle patterns 
The Harvard Economic Service, e g , distinguishes five phases depression, 
recovery, business prosperity, financial strain, mdustnal crisis Spiethofi 
has a still more complicated scheme But these schemes are based from 
the outset on a particular view as to the causation of these fluctuations 
They imply generalisations which do not fit all cases Therefore they 
cannot serve as startmg-points, but are the result of the analysis 
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by inaccuracies in the figures or in the description in the annals 
The conventions which have been adopted for the graphical repre¬ 
sentation of the “Annals ” must be kept in mind, if a misleading 
impression is to be avoided Only a few gradations of prosperity 
and depression are distinguished, so that neither the amplitude of 
fluctuations nor the speed of recovery and decline at various 
points can be adequately indicated Both the high and the low 
conjunctures tend to be represented by horizontal straight hnes 
masking the turning-points which come either in the latter part 
of the last year of the horizontal or m the first part of the 
following year 

It must also be remembered that, whereas the production 
indices show a pronounced trend movement, on which the cyclical 
fluctuations are superimposed, in the employment series—except 
in the case of the Umted States of America—and the Reference 
Cycle Curve, the trend is eliminated by the method of their 
construction 

These curves represent the business cycle in the general sense— 
that IS to say, they record the changes in production and employ¬ 
ment irrespective of the cause But there is no doubt that, with a 
very few exceptions, the ups and downs of production in our 
curves are not the direct effect of material obstructions to the 
production process caused by strikes, earthquakes, etc The 
direct influence of the weather on the volume of agricultural 
production plays no role, since our production and employment 
figures relate to mdustry alone 

Smce reliable direct measurements of our fundamental criteria— 
employment and volume of production—are not always available. 
It IS necessary to have recourse to other statistical series, which are 
either themselves constituent parts of the mdex of production, 
or are empirically so closely related that they can be taken as highly 
symptomatic for the direction of the movement or magmtude of 
fluctuations in the fundamental variable Such “ auxihary ” or 
“ symptomatic ” series, as they may be called, are bank clearmgs, 
bank deposits, other monetary series, price series, transportation 
figures, bankruptcies, etc 
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§ 5 THE SECULAR TREND 

The economic cycle in which we are primarily 
Various interested is that alternation of relatively prosperous 
components of and depressed times, together with all the concomit- 
tme-series ant changes in all parts of the economic system, 
which extends over the period of three to twelve 
years This movement we call the business cycle proper 
Besides (i) the business cycle proper, we find other movements 
reflected in the time-series of important economic magnitudes— 
namely, (2) a secular trend, (3) seasonal variations within the 
span of one year, (4) occasional disturbances attributable to erratic 
forces from outside the economic system m the strict sense, and 
(5) the so-called “ long waves ” covering periods of fifty years 
or more 

The secular trend relates to the continuous rise 
The meaning in volume of production, real income, production 
of the trend of particular commodities, real wages, etc, which 
in different has taken place, with relatively short setbacks, during 
senes the nmeteenth and twentieth centuries Such a 
tendency of the fundamental magnitudes to grow 
IS the criterion of a progressive economy As we usually think 
of societies as progressive, we assume—and have hitherto been 
lucky enough to find—upward-slopmg trend curves for produc¬ 
tion and consumption But it is by no means necessary that the 
secular change should take place at a constant rate, or that it 
should always slope upward along a smooth curve which can 
confidently be extrapolated mto the future Nor is it excluded 
that the forces which create the trend may tend to operate 
spasmodically or cyclically 

Furthermore, it is evident that the secular trend may have 
quite a diflerent significance according to the economic magm- 
tude concerned A gradual rise of the total volume of pro¬ 
duction and consumption is the natural consequence of growth 
of population. An upward-sloping trend of physical quantities 
of production and consumption per head of the population is the 
essence of material progress due to the accumulation of capital 
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and the increasing stock of technical knowledge Obviously, the 
situation IS quite different in the case of money prices and money 
values Rising prices and money values are not an essential 
characteristic of material progress It is quite conceivable that, 
because of the peculiar working of the money-profit-price 
mechanism in an individualistic economy, a certain trend of prices 
is required to ensure the smooth, uninterrupted workmg of the 
productive apparatus, and to make possible the complete and 
rapid reahsation of all the benefits of technological progress 
But this IS only a hypothesis, as to which there is unfortunately 
no agreement among economists. Some writers believe that 
prices should gradually fall when production expands others 
predicate a stable price level others, again, incline to think a 
slightly rising trend of prices is the most beneficial for the 
working of the economic machme In any case, it seems to be 
clear that a price trend—if there is one—should be mterpreted 
in quite a different way from a trend in the physical quantities of 
production 

At this stage, being primarily interested in cyclical movements of 
the order of magnitude of three to twelve years, we are concerned 
not so much with the “ secular trend ” as with the depaitures 
from It which our scries exhibit As for the other movements 
in the various economic magnitudes, the seasonal fluctuations 
—not shown in the annual data—do not constitute a serious 
theoretical problem, nor do the irregular changes or disturbances, 
such, for example, as the general strike m the Umted Kingdom 
in 1926 


§ 6 BUSINESS CYCLES AND LONG WAVES 

A word of justification and explanation must, however, be said 
as to why we concentrate on the short cycle instead of on the 
long waves which accordmg to many writers (Kondratieff, 
WoYTiNSKi and others) show themselves quite clearly m a number 
of long series such as those of production, wages and prices 
These long waves or trend cycles extend over a period of fifty to 
sixty years, and the short cycles, for which we reserve the expres¬ 
sion “ busmess or trade cycle ”, are superimposed on them (m 
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much the same way as the seasonal fluctuations are superimposed 
on the business cycle) 

Avoidmg figurative language and leaving aside 
Vacts about all speculations and dubious hypotheses, the broad 
the long facts about these long waves seem to be as follows 
waves It is possible to distmguish during the nineteenth 

and twentieth centuries alternating periods in 
which depression years and prosperity years respectively predo¬ 
minate These periods extend from twenty to thirty years, and 
each of them comprises two to five complete business cycles of the 
short type. These periods are, according to Professor SpinTHOFr, 
for Western Europe (1) 1822-1842, (2) 1843-1873, (3) 1874-1894, 
(4) 1895-1913 ^ The first of these periods contains two business 
cycles in which the depression phase was much longer than the 
prosperity phase In this whole period. Professor Spiethoff 
counts mne prosperous and twelve depressed years In the 
second period (1843-1873) prosperous times prevail In three and 
a-half busmess cycles there are twcntv-one prosperous and ten 
depressed years, depressions being short and nuld The thtrd 
period (1874-1894) begins with the prolonged and extremely 
severe depression of the seventies It contains two and a-half 
cycles, and Professor Spietiioff counts six prosperous and fifteen 
dejiresscd years This gloomy period is followed by a fourth 
pcuod (1895-1913) which IS overwhelmingly prosperous It 
contains two and a-half cycles, the last one being interrupted bv 
the world wai Only foui depression years stand against fifteen 
years of prosperity, depressions being short and mild 

We do not deny that there is an interesting 
Necessity phenomenon m the “ long waves ” which calls for 
for previous explanation Some prima facie plausible hypotheses 

analysis of have been put forward to this end There are 
ihort waves stimulating and depressing forces, which do not 
exhaust themselves within the span of one short 
cycle but persist through a number of them, such as the up-and- 
down trends of gold production, the exploitation of technical 

‘ According to other investigators, the elites are approximately the 
same 
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innovations (equipment of a countiy with Toilwads) or mMy 
discovered countries ‘ These forces nw concembly produce 
a long wave m proclucno,. and prices. But IS not that a purely 
fortuitous phenomenon ^ Is each of these long cycles the lesult 
of the same type oi force ^ Is there the slightest probabihty 
that a cycle of fifty years ot so uill always be produced ^ Are 
we at all justified in extrapolating these waves ? Is there any sense 
m such statements as that the depression of the nineteen-thirties was 
so severe because we weie not only in the downgrade of a short, but 
also of a long, wave ^ Why is it that periods which are under the 
spell of one of these long-range forces are themselves divided into 
shorter periods of prosperity and depression ^ It would seem 
that all these and other sceptical questions about the nature ot the 
long waves can be answered only after a fairly full insight into 
the mechanism of the short cycles has been attained For the 
forces which are said to produce the long waves do not work 
independently of, and alternatively to, those that produce the 
shoit cycle They work through the latter— e g , by tendmg to 
increase continuously the supply of money (gold production), 
or by continual creation of new investment opportunities {eg, 
railway development of a country or rapid growth of its population) 
Until the working of the mechanism of the short cycle has been 
explored, the nature of the long waves cannot be understood 
We are therefore compelled to attack first of all the problem of the 
business cycle 

§ 7 IS A GtNERAL lIIhORY OF THE CYCLE POSSIBLE ^ 

Until now we have discussed the essential charac- 
Each cjcle teristics of the business cycle—that is, those quahties 
an historical in the absence of which the phenomenon “ business 
individual cycle ” does not exist Besides these, there is an 
endless variety of changes in all spheres of economic 
and social life which, without being essential features of the cycle, 
ate more or less regular concomitants of its progress These 
concomitant changes furnish the material which we have to seek 


This is Professor Schumpeter’s hypothesis about the long waves 
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out and analyse in order to find such clues to the causation of the 
cycle as will enable us to verify or reject the explanatory hypo¬ 
theses (theories of the cycle) which we find in the literature 
Most of these changes do not appear regularly in all cycles 
Close inspection of the facts reveals very many iriegularities and 
tar-reaching differences between the chaiacteristics of the various 
cycles—over and above the differences in the length and amplitude 
of the cycles (as defined in terms of our fundamental critcua) 
Each cycle, each period of prosperity or depression, has its special 
features which are not present m any, or not in many, others 
In a sense, each cycle is an historical indiyidual earli is embedded 
in a social-economic structure of its own Technological 
knowledge, methods of production, degree of capital-intensity, 
number, ejuahty and age-distribution of the population, habits and 
preferences of consumers, social institutions in the widest sense 
including the legal framework of society, practice in the matter 
of interventions of the State and other public bodies in the economic 
sphere, habits of payment, banking practices and so forth—all 
these factors change continuously, and are not exactly the same 
in any two cases It is therefore not at all surprising to find great 
dissimilarities between cycles in different countries and different 
periods On the whole, it may be said that the differences and 
dissinularities between different cycles are much greater than 
many cycle theorists seem to assume 

This point with regard to the dissimilarities be- 
A general tween different cycles raises the question whether it 
theory possible is possible to make any general statements at all as 
to the causes and conditions ot cycles—in other 
words, whether the same theory holds for the cycles in the first 
half of the nineteenth century and for those in the second quarter 
of the twentieth century, for the cycles in the industrial countries 
of Western Europe and the United States and for those in the 
agricultural countries of Eastern Europe and overseas (“Cycle” 
IS here used in the technical sense as defined previously, disregard¬ 
ing those changes m volume of production, employment, etc , 
which can be attributed to the direct influence of the mter- 
ruption or obstruction of the productive process by external 
disturbances ) 
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The question cannot be answered a prtott Logically, it is 
quite conceivable that, under different social and economic 
conditions, periods of piosperity and depression should be 
produced by entirclv different sets of causes, so that for different 
groups of cycles separate theories would have to be devised 
We believe, however, that this is not the case We believe, 
on the contiary, that a very general theory of the most important 
aspects of the ctcle can be evolved, which will not on the one hand 
be so formal as to be useless for practical purposes, while, on the 
other hand, it will have a very wide Held of application The 
precise conditions of its applicability will be discussed in the 
following pages They relate to monetary and banking arrange¬ 
ments, the wage-puce system and some elemental \ technological 
fads— all deeply looted in our present individualistic money-price 
economy 

It should be noted that the mere fact that each cycle is an his¬ 
torical individual is not a sufficient argument against a general 
theory Are there two men who are in all respects alike ^ Does 
this dissimilarity m many respects destrov the possibility and prac¬ 
tical usefulness of anatomy, physiology, etc ^ That each cycle 
IS unique in many respects does not prevent all cycles from bemg 
similar in other respects, over and above those similarities which 
constitute the fundamental elements of the cycle These latter 
do not constitute causes of the cycle any more than pauvrete is the 
cause of poverty In other words, that each upswing shows a rise 
in protludion and employment and each downswing exhibits a 
fall of the same is not suipiising, since that is how wc have defined 
the cycle But, if there are other similaiities, they may, as symp¬ 
toms, throw light on the causes 

It will be shown that any economy oiganiscd on 
Older of the such hnes is liable to cumulative, self-reinforcing 
argument processes of expansion and contraction The first 
thing to prove is that these processes are self- 
reinforcing—that is to say that, once expansion or contraction 
has started (for whatever reason), forces are released which make 
for further expansion or contraction In other words, certain 
deviations from the equihbrium are not corrected automatically, 
but lead the system farther away from equihbrium (This is, of 
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course, figurative language Its purpose is not to prove a propo¬ 
sition, but to convey a general meaning It will presently be 
replaced by precise analysis ) 

The next step will then be to discuss why these processes of 
expansion and contraction always come to an end Must they 
come to an end ^ Cannot they go on indefinitely ^ Why does 
expansion not lead to stable equilibrium ^ Are periods of 
expansion interrupted and reversed by accidental disturbances, 
or do they necessarily give rise to makiljustments ^ 

We shall see that in these respect ^ \arious possibilities are 
open, uhich do not exclude one another, and that there is no 
reason to postulate a single solution which must apply to all cases 
The guiding principle of our approach is to proceed cautiously 
step by step We do not assume from the outset that there is a 
cycle in the sense that prosperity must necessarily be followed by 
depression and vice veisa That may be the final conclusion of 
such a study as the present, but it cannot be assumed from the 
beginning Therefore we start with the most general aspects of 
the problem, which do not yet imply the existence of a cycle in the 
strict sense )ust indicated, and then proceed to less and less general 
features, where the conclusions depend to an increasing extent 
on the particular social-economic environment This procedure 
has the advantage that it does not close the door to moie ambitious 
theoretical constructions But it would seem that such construc¬ 
tions cannot be safely undertaken except on the basis of such 
preparatory analyses 

§ 8 TWO RL&ULAR FEATURES OF THE CYCLE 

Iheie are two features which we can observe in 
Parallelism every cycle, piobably without exception, although 
of production they are not implied by our definition of the cycle 
and monetary They are therefore of the utmost suggestive value 
demand and must be kept in mind from the beginning 
The one is the fact that the cyclical ups and downs 
of production and employment are accompanied by a parallel 
movement of the money value of production and transactions, 
the second is the fact that the cyclical fluctuations are more marked 
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in connect'or uith the production of producers’ goods than u\ 
connection uith tho proiiiiciion of consumers goods 
The fu t of these tacts is so indubitable that it hardly calls lor 
special statistical verification at this point It is only necessary 
to recall tint production rises in the upsu ing, falls in the downswing, 
while prices in gcneiaJ (including factor prices, especiaUy money 
wages and prices of real estate and pwperty rights) rise or remain 
constant^ in the upswing and fall m the downswing It follows 
that the money value of production and of transactions rises and 
falls In other words, the volume of work which the medium of 
exchange has to perform expands and contracts with the rise and fall 
of the business cycle A/fC the quantity of money X velocity of 
circulation —t e , the flow of money against goods or the aggregate 
demand for goods in terms of money pet unit of time—grows 
during prosperity and shrinks during depression This propo¬ 
sition IS certainly true of the money value of production and the 
money value of transactions relating to goods—of the “ industrial 
circulation ”, to use an expression of Mr Kfynes It may not 
always be true—or at any rate irregular fluctuations may occur— 
if stock-exchange transactions (that is, the “ financial circulation ” 
m Mr Kfynes’ terminology) are included 

It should be noted that these propositions do not follow from 
the definition of prosperity and depression, and are by no means 
self-evident ^ It is not a logical necessity that fluctuations in thy 
material volume of production should always be accompanied be 
parallel changes in its money value Fluctuation m real income 
need not show itself by fluctuation in money income Prices 
might conceivably fall during the upswing and rise during the 
downswing * That the contrary is true, that a higher national 


* The best-known case of constant or even f vllinff prices is that of the 
1026-1929 boom in America Even in this case it was only true of 
commodity prices factor prices and stock-exchange prices rose 

• This has, e g , clearly been overlooked by Mr R F Kahn, in his 
Rejoinder to my Comments on his review of the first edition of this book 
(Eco 7 ionnc Journal, Vol 48, June 1938, page 335, last sentence of second 
paiagraph ) 

“ Where the fall in the volume of production is due to a physical 
obstruction of the process of production, unaccompamed by changes on 
the money side, that is what one would expect 
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income m terms of goods always appears as higher money mcome, 

IS a highly sigmficant additional fact which calls for explanation, 
and Its explanation is almost bound to afford clues to the under¬ 
standing of the busmess cycled 

It would be rash to conclude from the fact that rhc mo letary 
circulation (m the sense of Ml^) rises and falls with the general 
movement of the cycle that money—or rather monetary forces in 
the sense of monetary policy (/ e , action on the part of the monetary 
authorities)—is the impelhng cause of the cyclical expansion and 
contraction of production and employment We ■^hall come back 
to this point later. At this stage, we cannot answer the question 
definitely, we must confine ourselves to pointing out that money 
may conceivably play a role of minor importance It is possible 
that m some, or even in all, circumstances it adjusts itself to changes 
in production without exerting an active influence 

We pass to the second regular feature of the cycle. 
Specially a less self-evident feature—namely, the fact that the 
wide production of producers’ goods fluctuates much 
fluctuations more violently than the production of consumers’ 
in producers' goods As may be seen from the followmg 
goods graphs, this is tiue m a relative, and m many cases 

also in an absolute, sense If we measure the 
amplitude of the cycle either by changes in the total volume 
of production or by changes in the total number of unemployed 
or employed workers, we often find that the changes m the 
volume of production of producers’ goods (goods of lugher order) 
and changes in the number of unemployed in these industries 
contribute more to the change of the total than do changes in the 
volume of production of consumers’ goods and in the number of 
workers employed thereon Historically speakmg, with the 
accumulation of capital, the producers’ goods industries have 
grown relatively to the consumers’ goods industries, till to-day 
they are in many countries approachmg or outstrippmg the latter 
in importance, as measured, eg, by the number of workers 
employed m both branches It may happen, however m countries 

* Mr R F Harrod, in his book. The Trade Cycle (London, 1936), has 
also found it worth while to lay special stress on this fact 
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Production and Fmployment by Groups of Industries 

For explanations, see Appendix II, page 456 
The principal crises axe indicated by arrows 
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or semi-closed economies where the producers* goods industries 
are relatively undeveloped, that the absolute magnitude of these 
fluctuations in production is greater in the consumers’ goods 
industries But in almost all cases it will be found that the 
amphtude of the fluctuations measured with reference to 
“ normal ” production (/ e , the relative fluctuations) is greater 
in the producers’ goods industries Moreover, not only is their 
amplitude greater, but the fluctuations in these mdustries are 
much more regular, and conform much more closely with the 
business cycle in general, than the fluctuations in the consumers’ 
goods industries 

When we speak of consumers’ goods, we mean perishable 
consumers’ goods (such as food) and semi-durable goods (such as 
clothing, shoes and furniture) Durable consumers’ goods (such 
as apartment houses) show very wide fluctuations, and belong 
rather to the category of capital goods, for reasons which have 
already been discussed and will be touched upon again 
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CHAPTER 10 

THE PROCPSS OF FXPANSION AND CONTRACTION 


§ I INTRODUCTION 

In this chapter, the mechanism of the expansion 
The problem and contraction processes will be analysed We 
stated assume that the process of expansion (or contraction) 
has been started in one manner or another and we 
investigate what is meant by saying that the process is cumulative 
and self-reinforcing, and on what factors this cumulative quality 
depends How such a process can be started, how m fact it is 
normally started, whether it can or cannot go on indefinitely, 
how It can be, and how it is in fact, interrupted, whether it is 
automatically brought to an end—all these questions will be taken 
up in extenso in the next chapter, although it will be impossible 
to avoid all reference to them in the present chapter, if only by 
way of implication or illustration 

On the whole, it may be said that the problems considered in 
this chapter are less controversial than those which form the 
subject of Chapter 11 If there is anything like common ground 
in modern business cycle theory, we are likely to find it here 

A The Expansion Process 

§ 2 GENERAL DESCRIPTION OF THE MECHANISM UNDER THE 
ASSUMPTION THAT THERE ARE UNEMPLOYED PRODUCTIVE RESOURCES 

We begm our analysis of the process of expansion 
Elasticity at its starting-point—vi2, at the bottom of the 
of supply, depression This means in effect that we start 
with a situation where there are unemployed 
productive resources The analysis of an expansion which has 
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started with, or has advanced to the attainment of, a state of full 
employment is more difficult it will be attempted m § 3 * 

If there is much unemployment, the supply of labour is com¬ 
pletely or almost completel} elastic in the upward direction—that 
IS to say, an increasing demand can be satisfied at the same or 
only a slightly higher wage The supply of other means of 
production is also elastic, smee there arc stocks of raw materials, 
under-employed capital equipment, etc In such a situation, there 
are no technical reasons why production should not be increased 
at short notice all along the line in almost all stages and branches 
of industry 

Suppose, now, expansion has been started for any reason 
whatsoever— eg, because new investment opportunities have 
been opened up and large sums are being invested over a 
considerable period of time at some point in the economic 
system (to build, say, a new lailway line) 

* It has often been argued— e g, by Piofessor Hayek—that an analysis 
of the cycle must start from an equilibrium with full employment One 
cannot assume unemployment from the beginning, it is said, because it 
IS the thing which has to be explained But surely it must be possible 
and legitimate to investigate what happens when business has begun to 
expand after a depression which hat. created much unemployment and 
over-capacity, without first explaining how the depression has been 
brought about this latter question we shall take up later Ihe order 
in which the vaiious pioblems connected with the cycle are considered is 
a matter of exposition rather than of logical necessity Furthermore, 
the question whether an expansion can start from a situation of full 
employment, and what it looks like and how it develops when it does, 
IS not neglected, but only postponed 

It should be noted that the equilibrium concept of theoretical economics 
by no means implies full employment of all the factors of production 
There are, first, apparent exceptions which really turn on the proper 
definition ol unemployment {Cf A C Pigou, fhe Theory of Unem¬ 
ployment, London, 1933 Part I, Chapter i ) In any economy, there are 
means of production which could be used but are not used because it 
does not pay—submargmal land, unemployable workers, etc Secondly, 
voluntary unemployment does not count If, at the prevailing wage-rate, 
certain people do not care to work, they are not to be counted as unem¬ 
ployed Thirdly, if the prices of some factors of production [e g , wages) are 
kept too high by a trade union, by State intervention, by tradition or for 
any other reason, there may be some unemployment (unused factors) consis¬ 
tently with perfect equilibrium In a sense, this kind of unemployment, 
too, may be called “ voluntary ” (On this concept of “ involuntary 
unemployment ” compare Chapter 8, § 5 ) 



Chap lo The Expansion Process 285 

Assume that the necessary sums are raised m 
Reciprocal such a way as to bring about an increase in the 
stimulation effective circulation of money The funds for the 
of investment investment are not withdrawn from other uses, 
and but consist of money newly created by the banking 
consumption system, or come out of hoards of unused purchasing 
power The monetary details will be discussed in 
§ 4 Here it is enough to assume that, m one way or another, the 
aggregate demand for goods in terms of money increases Wor¬ 
kers are hired, raw materials, semi-finished goods and implements, 
etc , are bought or oidered Note that there is no sort of guarantee 
that all the money thus injected will remain in circulation On 
the contrary, there will be numerous leakages (which need not be 
discussed heie in detail)^ through which a smaller or larger 
proportion of the new purchasing power will be wtthdiawn fiom 
the active circulation and so sterilised Assume, however, that 
a part of the new money goes on circulatmg -that is to say, is spent 
by the successive recipients It is easy to see how it will stimulate 
other branches of industry and spread the expansion to all parts of 
the economic system 

The producers of materials and implements will increase their 
production ® They may draw on idle funds at their disposal, or 
borrow from the banks, or float a new issue in the market, in 
order to hire workers and buy the material or equipment they 
need The additional earmngs of the workers will be at least 
in part spent immediately The demand for consumers’ goods 
will go up and production of consumers’ goods will be stimulated 
This reacts favourably on the higher stages of production Idle 
monetary funds are set in motion, and the demand for all kmds 

* The point has been discussed at length by Mr Kahn, Professors 
Arthur D Gayer, J M Clark, etc , in connection with the probable 
effects of public works 

• Additional supplies may be available, even of those raw materials 
which are of agricultural origin, if quantities have been held in store 
during the depression Whether the production of fixed capital rises 
at once or with a lag will depend on the existence of excess capacity at the 
moment when revival starts, on the " accumulation of investment 
opportunities” during the preceding depression, and a number of other 
factors which will be discussed at various points in the following pages 
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of goods is further increased, which generates income The 
process is likely to proceed slowly at the begmning and then 
to gather momentum At first, it may easily be interrupted 
by adverse influences Later on, when demand for many goods 
has grown for some time and the expansionary movement has 
spread to many parts of the system, the increase m the total 
demand for goods in terms of money per unit of time becomes 
greater Adverse influences which tend to decrease the flow of 
money agamst goods will now only be able to decrease the rate 
of mcrease m the flow of money and to slow down the general 
expansion, whereas in the early stage of the upswmg they would 
have nipped the expansion in the bud This is what is meant 
by saymg that “ the process has gathered momentum ”, it has 
become strong enough to overcome obstacles of lesser magmtude 
There are other factors which are likely to come 
Ktse m into play after a while and to reinforce expansion 
prices, costs A sustained and rapid mcrease in output due to, 
and profits or accompanied by, an mcrease m the flow of money 
will certamly lead to a rise m production costs and 
commodity prices at various pomts, even if the labour supply is, 
for the time being, perfectly clastic (See Chapter 4, § 2, above 
for a detailed description ) Profits will also rise all along the Ime, 
owing to the fact that rigid overhead costs can be spread over a 
larger output and wages lag behmd prices 

A continued rise m demand, coupled with rismg 
Investment in prices and profits, is bound to create m the busmess 
fixed capital world a more optimistic outlook m general and m 
stimulated particular an expectation*—no matter whether justi¬ 
fied or not—-of a further rise of prices This will 
mduce entrepreneurs to embark on more ambitious schemes of 
mvestment m fixed capital and either borrow more freely from the 
money or capital market or use idle funds at their disposal for the 
purpose There will always be technological improvements 
waiting to be made, especially at the end of a depression durmg 
which mvestment has been at a standstill—improvements which 
necessitate the installation of additional machmery (fixed capital) 
and are profitable only at a certam ratio between price and 
cost. Given the profitabihty at the existmg price-cost ratio, the 
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investment will be undertaken only if the profitable price-cost ratio 
IS expected to last long enough to permit the amortisation of the 
invested capital, and there are no other disturbing factors such as 
State interventions, revolutions, currency inflation, etc , to prevent 
the reapmg of the expected profit Naturally, the more durable 
the mvestment projected the more important the expectation factor 
Thus the expansion proceeds m a progressive and cumulative 
fashion As it advances, restrainmg forces come more and more 
into play These will be analysed in the section on the upper 
turnmg-point 

The above analysis of the expansion process can be put in more 
technical language If we describe the imtial expansion as being 
due to a divergence between the natural or equilibrium rate of 
interest, on the one hand, and the money or market rate of mterest, 
on the other, the cumulative contmuation of the expansion has to 
be ascribed to the fact that the price rise (and profit rise) mduced 
by the initial divergence forces the equilibrium rate up, with the 
result that the gap between the two rates is widened—which in 
turn intensifies the rise in prices and profits, etc 

There are other terminological alternatives,^ and terminological 
as well as analytical niceties, which need not dctam us here the 
non-technical description of the expansion process as given above 
IS for the time being clear and precise enough We shall come 
back to the monetary details in § 4 

§ 3 THE MECHANISM OF EXPANSION UNDER THE ASSUMPTION 
OF FULL OR AEMOSl FULL EMPLOYMENT 

In what sense can the expansion contmue beyond 
Can full the pomt of full employment ^ How can it start 
employment from a situation of full employment of all factors 
be attained ? of production ^ These questions are not mtended 
to suggest that the upswmg is always, or generally, 
carried to the point of full employment On the contrary, it 

‘ The reader will observe that the reactions so far analysed have to 
be described in Mr Keynes’ terminology as a shift to the right of the 
schedule of marginal efficiency of capital coupled with an elastic liquidity- 
preference schedule 
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will be shown that the economic system becomes increasingly 
vulnerable when it approaches full employment, and that there is 
a consequent possibility that the full employment level will not 
be fully attained or, if attained, will not long persist But for 
completeness’ sake the question must be considered 

Obviously, after full employment has been reached, output can 
no longer expand at the same pace as before, since there are no 
idle factors which can be drawn into employment But it can 
still expand in so far as improved methods of production are 
introduced, the working population grows, and additions are 
made to the capital stock 

Monetary expansion can of course go on, )ust as before, but 
the consequences will not be the same 

As more and more unemployed factors of produc- 
Ftom rise tn tion are drawn into employment, the supply of 
output to rise factors of production and of goods in general 
in prices becomes more and more inelastic, and a constant 
expansion in terms of money will lead to a smaller 
and smaller increase in output and to a larger and larger rise in 
factor and commodity prices In othei words, at the beginning of 
the expansion, a laige part of the increase in monetary circulation 
will have been absorbed by a rise in the output and turnover of 
goods, and a smaller part by mcieasing prices When full 
employment is being gradually approached, this necessarily 
changes 

So long as the supply of factois of production is plentiful and 
elastic, output can be increased all dong the line at the same time. 
For reasons which will be discussed in § i, the output of producers’ 
goods and durable goods uses much faster than the output of 
consumers’ goods When one category of factors after the other 
IS becoming scarce—the transition to full employment is of course 
gradual and not sudden—it becomes more and more difficult to 
expand at various points at the same time If one industry 
increases its demand for means of production and succeeds in 
attracting labourers by offering higher wages, it lures them away 
from other industries The same holds true of raw materials and 
semi-finished products The expansion of the industry is possible 
only at the expense of a contraction somewhere else 



Chap lo 


The Expansion Process 


289 


If the monetary expansion through the creation of new money 
by the banks for productive purposes goes on, there will be a 
tendency for producers’ goods industries to expand at the expense 
of consumers’ goods industries, the former diawmg away factors of 
production from the latter We shall see that tins process is not 
very likely to continue for long—if it has a chance to start at aU * 
But for some time it may contmue, and thus the expansion may 
go beyond, or start from, the level of full employment 

Having sketched the process of expansion m general, we may 
go on to consider various points in detail This will be done 
in §§ 4-6 


§ 4 THE MONETARY ANALYSIS 01 THE PROCESS OF EXPANSION 

An expansion of the monetary circulation, m the 
Importance of sense that the money value of the volume of produc- 
total demand tion and total demand for goods in terms of money 
per umt of time increases, is (as we have seen) a 
regular feature and, we may add, an indispensable condition for a 
rapid expansion of production after a slump If the monetary 
circulation could not somehow be expanded, prices of goods 
and productive services, especially money wages, would have to 
fall part passu with the rise of employment and production We 
need not pause to explain why in that case re-employment and 
recovery would come very slowly, if they came at all Certamly 
such a fall m prices is the contrary to what actually happens durmg 
a recovery after a slump 

We have seen (Chapters 2 and 3 above) that the 
The market expansion may be described in technical language 
jor investihle as bemg due to a discrepancy between the money 
funds or market rate of mterest, on the one hand, and the 
natural or equihbrium rate of mterest, on the other. 
If the former is below the latter, a cumulative process of expansion 
(a “ Wicksellian process ” as it is called) sets m Smce it is 
difficult to define the natural or equilibrium rate,' it seems advisable 

‘ Different interpretations have been given of the term “natural” 
rate By some it has been defined as that rate (in terms of goods) which 
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to adopt a slightly different approach to the problem, more in 
accordance with the modern method of margmal analysis 

We may conceive a market for investible funds winch is divided 
into a demand side and a supply side This is not quite the same 
thing as those sections of the demand and supply which actually 
appear in the market for loans or credit, because abstraction is 
made of the contractual element in the debtor-creditor relationship 
Entrepreneurs or corporations, for example, who invest their own 
money appear both on the demand and on the supply side of the 
market they advance investible funds to themselves ^ 

would obtain in a barter economy where capital is lent out tn natnra 
This dctinition raises a host of diHiculties which need not be discussed here 
By others the “natural” rate is defined as the equilibrium rate But 
what are we to understand by “ equilibrium " Four or five different 
possible intcrpictations at once suggest thenisiKes Which one is best 
calculated to preserve stability of output and einplo\meiit ? Ihe rate 
which, 111 given circumstances tends to keep the puce level—in one or 
the other sense of this ambiguous term—stable ^ 1 he rate which tends 

to stabilise aggregate income, income per head, the price level of the 
factors of production, MV, etc ■' Fvirv one of these alternatives has 
been, at one time or anothci, proposed as the right criterion Our 
discussion has, however already made—and will make it abundantly 
clear that it is very doubtful whether—is possible at all bv mere mani¬ 
pulation of the interest rate, to iron out short-term fluctuations 111 any 
one of these magnitudes In any case it would reiiuire drastic and 
rapid changes of the rate which m themselves would probably become 
a de-stabihsing factor 

These difficulties need not—fortunately—be discussed here It will 
be sufficient to say that it is premature and inadvisable at the beginning 
of the analysis to come to a decision as to what interest rate is best 
calculated to preserve the economic equilibrium It is not proposed 
therefore, in thp present study to make any use of the terms “natural” 
or “equilibrium” rate , and it is hoped that the theoretical terminology 
which IS developed in the text will make it possible to express clearly 
and correctly all that is indicated by these terms in trade-cycle literature 

' Since we assume as a first approximation a perfectly smoothly 
working market for investible funds with only a single rate of interest, 
the problem of self-financing does not present special difficulties It is 
assumed that it maxes no difference whether the money invested is 
borrowed or not The opportunity cost is in all cases the market rate of 
interest In other words, the entrepreneur who invests his own money 
must put on the debit side of his account the interest which he could 
earn if he lent out the money in the market for investible funds 

This assumption is of course regarded by many writers as incorrect 
It is alleged that self-financing leads easily to “over-investment”, 
because people are not so careful when investing their own money in 
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Investible funds are suppbed, and demanded, at a price which 
we shall call the interest rate For the moment, we may ignore 
differences in the type and quality of investible funds, and 
speak as if there was only one, instead of a whole range, of 
interest rates We may suppose both the supply and the demand 
for investible funds to be expressed in the form of curves or 
schedules in the familiar Marshallian manner Along the 
horizontal axis of a system of rectangular co-ordinatcs we measure 
amounts of investible funds, and along the vertical axis the price 
of mvestible funds —1 e , the rate of interest For each amount 
we suppose the demand price—that is, the rare of interest at 
which this amount would be taken up by entrepreneurs for invest¬ 
ment purposes—to be determined If we join these points 
together, wc get the demand curve for investible funds We shall 
have occasion to make various hypotheses about the elasticity 
of this curve In general, we may assume that it slopes downward 
from the left to the right, to represent the fact that at lower interest 
rates larger quantities are demanded and invested for productive 
purposes Similarly, for each amount the supply price is deter¬ 
mined, and by joining these points together the supply curve of 
investible funds is obtained It may be horizontal for a certain 
range—in which case the supply is said to be perfectly elastic over 
that range, that is frequently Mr Keynes’ assumption It may be 
vertical—in which case the supply is said to be perfectly inelastic 
We may assume that, generally, it slopes upward from the left to the 
right—that is to say, that investors exact higher rates of mterest 
when they are called upon to provide larger amounts of mvestible 
funds 

It should be remembered that a system of these curves refers 
always to a point of time or a short period of time We shall 

their own enterprise In other cases there may he a separation of 
ownership and disposition It is frequently the director of the corpora¬ 
tion who decides how much of the corporate income is to be “ ploughed 
back ” into the business, and not the owner—viz , the shareholder 1 hese 
complications have been discussed to some extent in Chapters 3 and 5 
above in connection with the theories of F Vito (page 44) and E Preiser 
(page 141) It may be added that the rationale of such measures as an 
“ undistributed-profit tax ” is closely connected with the problem on 
hand 
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soon have to speak of shifts of these curves in tme-that is, 
between successive points or short periods of time 
Let us now enquire about the factors which determine the 
shape of these curves 

The demand curve for mvestibJe funds bears 
Th demand a close relationship to the curve of the marginal 
curve for profit rate By profit rate we understand the rate 
tnvestible of profit in terms of money which an entrepreneur 

funds expects to derive from a concrete piece of invest¬ 

ment We may conceive the various investment 
opportumties existing at a given moment of time as being arranged 
in order of decreasing profitabihty, and construct a schedule or 
curve sloping down from left to right If, now, we suppose that 
all the risks of investment are borne by the suppliers of investible 
funds—and it is convenient to allocate all risks to one or the other 
side of the market—this schedule is identical with the demand 
schedule for investible funds and the lowest or marginal profit rate 
for a given amount of investment is identical with the demand- 
interest rate for that amount of investible funds * 

The reader wiU have noticed that this description of the capital 
market is substantially the same as Professor Ohlin’s and Professor 
Robertson’s market for credit or loans which was discussed m 
Chapter 8, § 2, above (pages ijietseq) The only difference between 
Professor Ohlin’s scheme (as represented by the graph on page 185) 
and ours is that we choose to take on the demand side only demand 
for purposes of real investment Demand for credit (loans) for 
other purposes—tfg ,for the purpose of strengthening cash resources 

* It will be seen that we do not speak of the profit rate obtaining in a 
country Naturally, for different investment plans different profit rates 
are expected We speak of the marginal profit rate and we do not say 
that there is a difference (or equality) between the interest rate and the 
profit rate, but we say that the interest rate is equal to the marginal 
profit rate 

All alternative way of dealing with the risk factor would be to define 
the profit rate so as to include the risk There are further complications 
about the risk The same risk may be counted twice over, by the 
borrower and lender, or it may not be counted at all These complica¬ 
tions we Ignore for the time being Compare, however, footnote ' on 
page 328 below 
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(foi hoarding purposes)—we prefer to deduct from the supply 
curve instead of adding it to the demand curve But the reader 
can easily make the slight adjustment, if he prefers Professor 
Oin in’s scheme 

It may furthermore be observed that we need not exclude short 
time-lags between the floatmg of a loan m the market for mvestible 
funds and the actual expenditure for the purchase of material, 
equipment, labour, etc , of the money raised ^ 

There is another point to be cleared up Do we 
“ Net ” count as investment only “ net ” (or “ new ”) invest- 
mvestment ment or “ total ” (or “ gross ”) investment ^ The 
and‘'ff'oss” difference between the two is reinvestment or 
investment replacement requirement Gross investment = net 
investment -j- remvestment Gross investment is 
roughly the same as production of producers’ goods, the only 
difference being production of consumers’ goods which are not 
consumed, but stored up in the shape of stocks, or of durable 
consumers’ goods (motor-cars, houses) but the latter are better 
regarded as producers’ goods producing consumable services If 
we define investment as net investment, we must consider the 
possibility of Its becoming negative (although this contingency 
will not arise so long as we deal with the expansion process) 
If, namely, gioss investment does not cover replacement require¬ 
ments, the difference between the two is negative mvestment 
disinvestment, capital consumption Since we are concerned w ith 
what actually happens in the market and “ negative demand ” 
for investible funds is a difficult concept, we had better refrain 
at this point from using the concept “ negative investment ” 


* Hence our demand for investible funds is more nearly equivalent to 
Mr Keynes’ schedule of marginal efliciency of capital than Professor 
Ohlin’s demand for credit 

• That would seem to be the most “ natural ” use of the terms, that is, 
the one which follows most closely their everyday meaning But there 
are alternative constructions (terminologies) available and it should be 
noted that the one proposed in the text implies that a current excess of 
satisfied demand for investible funds—in short, of investment—over 
saving (see below) will lead to an increasing income only with a short 
time-lag Hence there is a slight deviation from Professor Robertson's 
definitions 
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Hence, m some contexts, we may dcct to tnteytet mvestmen, as 
nross mvestraent > There areother reasons which would,nstify this 
decision First, the definition of the concept “ net investment ” 
presents great difficulties, because it implies definition of what is 
meant by “ keeping the capital stock intact ” ^ Secondly, since 
we assume that people act rationallv, it should really make no 
difference whether a certain sum which is spent b} an entre¬ 
preneur for productive purposes represents new investment or 
reinvestment In the latter case, too, the prospective yield of 
this investment should be compared with what can be obtained 
from the same sum if lent out in the market foi investible 
funds or if kept m liquid form (hoarded) ® 

In thus defining investment on the demand side as including 
reinvestment, we must be careful to apply a correspondingly 
broad definition on the supply side, to the discussion of which we 
now turn 


The supply of mvestible funds may be said to 
Supply flow from three sources—from amortisation quotas, 
of mvestible from new savings and from “ inflation ” in the 
funds broad sense (mcliidmg, not only newly printed 
notes and newly created bank money, but also 
withdrawals from existing hoards of money) The first two 
Items, which we may lump together as “ gross saving ", leave 
the total demand for goods {MV) constant Inflation implies 
an increase in total demand for goods, a rise m M and /or 
in K 


‘ We may put the matter also this way Cross investment is what 
actually is invested It is always a positive figure Replacement 
requirement is a calculated magnitude—^viz , that amount which will 
have to be invested if the existing capital stock is to be maintained 

• Compare on the subject of these difficult points Hayek, “ Main¬ 
tenance of Capital ”, in hconvmica August i')35 pages i/yy et seq Pigou, 
hconomtes of Welfare, Part I Chapter V (“What is meant by maintaining 
Capital intact ”), and Economic, Journal, June 1035, ps-fie 225 , Keynes, 
The General Theory of Employment, Interest and Money, pages 38 et seq 

• There may be psychological, and (in the case of corporations) insti¬ 
tutional, differences between new investment and reinvestment, similar 
to those mentioned above in connection with self-financing But we 
shall Ignore them for the moment 
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This statement requires elucidation m various respects ^ First 
a word of justification must be said about the inclusion of amorti¬ 
sation quotas This corresponds to the mclusion of replacement 
under investment on the demand side For the individual firm, 
the setting-aside of amortisation quotas out of total receipts and 
their expendituie for replacement of outworn equipment do not 
always coincide in time Amortisation will usually—though not 
necessarily be a continuous process, whereas the replacement of 
durable means of production is usually discontinuous For the 
economy as a whole, both processes are mom continuous and run 
parallel Durmg any period of time, a number of firms use their 
amortisation quotas to accumulate balances or to repay loans, thus 
addmg to the supply of investible funds in the market, while others 
draw on their balances or borrow from the market in order to 
replace their equipment The reason why it seems advisable to 
include replacement on the demand side and amortisation quotas 
on the supply side has been given above Since, however, during 
the process of expansion with which we are now concerned net 
additions to the capital stock are supposed to be made (whatever 
the exact definition of this magnitude may be), we may deduct 


' Compare also Chapter 8 i I must not be inttrprtted for our 

purposes as ‘ trausaction vel(Kit\ ” f have not outrn,htlY deliued 

It as income \clocity, because of the dilliculties eoimeeted with the 
dehmtion (not to speak of those connected with the measurement) of 
net income As Mr Haw trey points out (see his leview of the first 
edition of this book, Lconomira, Vol V (New Senes), Fibruaiy 1938, 
page 94) the use of the concept of “ trade velocity ” also jiresents certain 
difheiilties for our purposes, because “ MV so defined includes all pur¬ 
chases of goods by one trader from another But such purchases, whether 
for the purpose of use as materials in manufacture or for simple resale elo 
not take the goods otf the market The goods continue to be offered 

for sale ” Mr Hawtrey would pre h r a “ final-purchases velocity ”, 

and wouhi include the purchase of new investment goods (eg, of a 
machine) m the volume of final purchases But what is the relevant 
difference between the purchase of raw material (say coal) for manu¬ 
facture which will eventually be sold in the shape of output as, say, pig- 
iron and the purchase of a not very durable machine which will also be 
sold 111 the shape of its services which enter the output Mr Hawtrey 
seems to have overlooked that a qualification has been made about the 
degree of “ integration ” of industry (Chapter 3, 6), which seems to 

exclude from MV precisely those changes in the volume of purchases 
which Mr Hawtrey wishes to exclude 
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amortisation from the one side and replacement from the other 
without running the risk of obtaining a negative figure for invest¬ 
ment and consequently for demand for investible funds There¬ 
fore, so long as we are deahng with the expansion, investment 
may be interpreted as net mvestment ^ If we adopt this procedure 
in order to simplify the further discussion, we have to distinguish 
only two sources of supply—viz , saving and inflation 

The statement that the supply of mvestible funds 
Savings and which would be forthcoming at a given point of 
inflation time or during a short period of time at various 
hypothetical rates of interest may be made up partly 
by current saving and partly by inflation implies that actual invest¬ 
ment need not be equal to saving During an expansion process, 
the volume of investment is normally larger than the volume of 
savings, the excess being financed by mflation In other words, 
demand for mvestible funds is so large that it cannot be 
satisfied by current saving, so that inflationary sources of supply 
are tapped 

As we ha\ c seen m Chapter 8, § 2, this convenient language, 
which has been used by many writers, has given rise to intricate 
terminological difficulties We need not agam go over the 
controversies discussed there Suffice it to say that the definition 
of saving to be given presently is identical with that of Professor 
Robertson ^ The reader who has read Chapter 8 will have no 
difficulties in translatmg, if he so desires, what will be said in the 
followmg pages mto other terminologies —e g , the Keynesian, 
which avoids speaking of differences between saving and 
investment 

By saving we undeistand—as everybody does—in- 
Supply come minus expenditure for consumption But it is 
of saving necessary to introduce the time factor We must 
distinguish between currently earned income, which 
IS simply the money value of the net output of the economic 


* This we may do, even if we refrain from giving a perfectly exact 
definition of net investment 

* bee, however, the slight qualification alluded to in footnote ‘ on 
page 293 above 
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community, and mcome currently available for consumption This 
distmction rests upon the fact that, in the leal world, income 
earned is distributed, not continuously, but periodically Wages 
are paid weekly, salaries monthly, dividends quarterly, half-yearly 
or yearly rents are paid at similar mtervals, while farmers’ 
mcomes also come in to a considerable extent annually There 
are, of course, exceptions to this rule, particularly in small-scale 
trade and handicraft where entrepreneurial withdrawals may take 
place practically continuously , but the exceptions are of so 
little practical significance that they may be neglected m consi¬ 
deration of the immense analytical advantage of such a simpli¬ 
fication 

The fact that incomes are earned continuously, expended 
contmuously, and distributed peiiodically has the consequence of 
creatmg a time-lag between the moment when a given sum is 
earned and the moment when it becomes available tor expenditure 
on consumption On the average, wages are available for expen¬ 
diture half a week after the moment of earnmg, salaries half a 
month later, dividends (assummg six-monthly payments) a few 
weeks to almost a year later, and so on Of all the income 
earned at a given moment, part will become available for 
expenditure almost immediately, and other parts at various 
intervals up to (say) a year 

This distinction between earned income and available in¬ 
come is of considerable importance in the description of the 
process of change in investment and in total demand, through 
time 

If in any short period chosen as a unit of time 
Supply from the income currently earned (that is, the sum of 
inflationary consumption expenditure and mvestment) exceeds 
sources the income available for expenditure, the excess 
must be financed out of inflationary sources That 
IS to say, the hoards of individuals and the reserve proportions of 
banks must—in the absence of State inflation—be diminished m 
comparison with the previous period 

Thus the money invested to-day is financed partly by savings out 
of mcome earned yesterday and becoming available to-day, and 
partly by inflation But all that is invested to-day, mclusive of the 
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part financed by inflation, becomes to-day’s earned income ^ and 
to-morrow’s available income If, then, a part of the latter 
IS saved to-morrow, it constitutes again current saving, although 
It is historically of inflationary origm (The influence which 
changes in the rate of saving are likely to have on the development 
of the expansion process will be discussed below in § 6 ) 

Having discussed savings and inflation as two separate sources 
of the supply of investible funds and the impbed inequahty of 
saving and investment, we ha\e now a few observations to make 
in regard to the shape of the supply curve at a given point or 
during a short period of time 

We shall have to make further assumptions as 
The shape follows The supply of investible funds is some- 
of the supply times vety elastic, so that a higher demand can be 
curve satisfied at slightly higher interest rates At other 
times It IS inelastic, so that a rise in demand is 
calculated to lead to a rise in interest rates rather than to evoke a 
greater supply Any hypothesis of this sort about the behaviour 
of supply as a whole must be supported by an analysis of the 
behaviour of the constituent parts of the total supply 

Let us first take that part which is furnished by saving from 
current income It is very probable that, celetis paribus, the 
amount of saving becoming available foi investment does not 
react strongly to changes in the interest rate If there is a reaction 
at all. Its direction is not clear When the rate of interest rises, 
people may just as well save more and spend less on consumption 
or save less and spend more of their income 

On the other hand, the elasticity of saving in respect to magni¬ 
tudes and factors other than the rate of interest is piobably great 
It IS, ^ g , generally assumed that the rate of sa\ing rises with rising 


' A reservation must be made as to that part of the invested money 
which does not at once become income, but becomes amortisation 
quota If we work with gross mvestment on the one hand and gross 
saving on the other (as, strictly speaking, we should), this qualification 
becomes superfluous In this case mcome which is a “net quantity” is 
replaced by the corresponding “ gross quantity”—viz , net income plus 
amortisation for fixed and working capital 
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income It is not unlikely that it varies, not only with the level 
of income, but also with the rate of change of income There are 
yet other factors which make it probable that the rate of saving 
exhibits a systematic movement during the course of the cycle 
We shall come back to this point later * Here, where we are 
concerned with the shape of the supply curve at a given point or 
during a short period of time, we may m all probabihty regard 
the supply of savings as 1 constant magnitude, insensitive to changes 
in the interest rate In technical parlance, the supply of saving 
IS, at least in the short run, inelastic in respect to changes in the 
interest rate Hence the asserted elasticity m the total supply 
must depend on the elasticity of that part of the total which is 
furnished by “ inflation ” 

We shall have to discuss the factors which determine the degree 
of elasticity of supply of investible funds from inflationary sources 
at various points in our analysis Here a few introductory temarks 
will suffice There are various inflationary sources of supply— 
the central bank, the commercial banks and, last but not least, 
liquid reserves of purchasing power (hoards) m the hands of 
business firms and mdividuals 

The concept of elasticity of supply from the first two sources 
does not present analytical difficulties, and we know approximately 
what the factors are on which it depends, how far the banks are 
wilhng at any given moment to vary the supply of investible funds 
in the face of variations in demand and in the rate of interest which 
they can obtain 

In the case of the third source—hoards of firms and mdividuals 
—the situation is more mvolved All the considerations which 
have been put forward in recent times under the head of “hquidity 
preferences ”, “ liquidity motives ” and “ propensity to hoard or 
dishoard” and the like are relevant here In a general way, we 
may assume that, ceferis paribus, the higher the rate of mteresi 
the greater the temptation to dishoard—that is, the larger 
the supply of investible funds coming on the market from this 
source 


Compare t hapter 8, ^ 3, and this chapter, ^ b, below 
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The clause ceterts paribus calls to mind the hmi- 
Movements tations of out elasticity concept If we say that 
along, and the supply has a certain elasticity, this refers to a 
movements of, point or short period of time But what we want 
the curves is an analysis in time, we have to compare what 
happens in successive periods of time This we 
can accomplish with our apparatus of demand and supply curves 
by introducing movements of these curves in time We substi¬ 
tute, so to say, a cin^-camera for a simple snapshot camera that 
IS, we take pictures of our demand and supply schedule at succes¬ 
sive points of time and watch the movements of the curves This 
will become clearer when we proceed to put our simple analytical 
instrument to work It is hoped that it will enable us to describe 
more precisely and simply the processes and relationships which 
have been analysed m the literature m terms of differences between 
the money or market i ate of mterest on the one hand and the natural 
or equilibrium rate on the other It is hoped, furthermore, that 
it will be possible with the help of our method to clear up a number 
of difficulties and paradoxes which have not been adequately 
explained so far 

It should, however, be kept in mind that there 
Subdivisions are other difficulties which are not removed by our 
of the capital treatment of the mattei We speak of the rate of 
market interest for investible funds, whereas there are in 
reality a multitude of rates with complicated inter- 
relauons—short-term and long-term rates with intermediate rates 
and a great variety of gradation according to the standing of the 
borrower, the nature of his business, the possibilities of furnishing 
security, the risk involved, etc The assumption of a homo¬ 
geneous capital market is a drastic simplification For the time 
being, we try to overcome this difficulty by interpreting the market 
rate of which we speak as somehow a properly weighted average 
or composite of the existing rates If we say the rate has risen 
or fallen, we mean the complex of the rates which we find in the 
market ^ 


> Compare especially R M Bissel “The Interest Rate” m American 
Economic Review, Supplement to Vol XXVIII, 1938, pages 23 et seq 
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Let us now put our apparatus to work and try to analyse the 
monetary side of the expansion process which was indicated in 
outline in §§ 2 and 3 

It has been assumed that, in one way or another, 
Cumulative the expansion has been started The various 
expansion initiating forces or “ starters ” will be discussed in 
process detail in the section on the revival Here we 
assume by way of illustration that new investment 
opportunities have appeared and that a certain number of people 
are prepared accordingly to borrow new money, or to utihse their 
own reserves hitherto lying idle, on a larger scale This can be 
expressed by saying that the demand curve for money has shifted 
to the right to such a degree that more than the current flow of 
savings IS taken up and inflationary sources are bemg tapped The 
total demand for goods in terms of money mcreases, and the 
cumulative continuation of the process may be described, m terms 
of our analytical scheme, by the statement that this increase of the 
demand for goods causes the demand curve for investible funds 
to shift further to the right It the flow of current savings does 
not suddenly rise to an extent sufficient to satisfy the growing 
demand—which would seem very unlikely—and if the supply of 
investible funds from inflationary sources is not melastic, the result 
will be a further inflow of new money, which in turn wiU tend 
to force the demand curve further to the right, and so on 

The force of the expansion is usually further 
Kepercussions intensified by a change on the supply side which is, 
on supply in itself, a consequence of the expansion The 
of funds supply is likely to become more plentiful—that is 

to say, the supply curve is likely to shift to the right 
—because of a tendency to dishoard on the part of the public 
and the banks When production increases and prices rise, not 
only the entrepreneurs —i e, the borrowers—but also the lenders, 
banks and investmg pubhc are hkely to take a more optimistic 
view During the contraction, a series of bankruptaes and 
failures will have made them more and more reluctant to lend. 
Now, with the progress of expansion, many bad debtors unexpec¬ 
tedly begm to pay interest on their debts or even to repay them 
Frozen credits begin to thaw, and fear of compulsory conversions 
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and currency instability recedes All this tends to make lenders 
willing to lend at lower interest rates funds which they had kept 
in cash or other liquid forms 

It IS impossible to generalise as to the time 
Time sequence of these various changes The change 
sequence on the supply side may precede the revival m 
demand and, once the process has started, one factor 
tends to stimulate the others If, with a rising demand, people are 
mduced to disgorge the content of their hoards on the capital 
markets, it may very well happen that for a considerable time the 
rising demand for credit and rising prices and production go 
parallel with falhng interest rates—a development which, super¬ 
ficially regarded, might seem to contradict all accepted principles 
of economic theory ^ The situation in the gold- and sterling-^/o^ 
countries in 1933 to 1936 seems to offer a good illustration 
In the sterling bloc, continued recovery, rising transactions and 
demand have been coupled with comparatively low or even 
falling interest rates In the gold countries, contraction and 
liquidation have been accompanied by comparatively high interest 
rates and a tight capital market * 

It IS extremely important to reahse from the 
Volatility beginning that both the demand curve and the 
of demand supply curve for investible funds are subject to 
for funds frequent and rapid shifts They are influenced, 
not only by technological factors— e ^ , by a new 
invention or the destruction of instruments by wear and tear 
or fire tending to move the demand curve to the right, which 
is tantamount (loosely speaking) to increasing the demand for 
funds—but also by “ psychological ” factors (optimism and 
pessimism), changes m demand for particular goods, etc Much 

‘ This can be expressed m Keynesian terms bv saying that the liquidity- 
preference schedule shuts or that the liquidity preference of the commu¬ 
nity as a whole becomes weaker The transaction motive to hold money 
has become stronger , but this is over-compensated by an opposite change 
in the speculatice motive , Af, increases, M, decreases For details see 
Chapter 4 § 3 

* This explains also the fact that sometimes increased borrowing by 
the State tor unproductive purposes [e g, armaments) makes the money 
and capital market more rather than less liquid 
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theorising in this field has been vitiated bv the tacit assumption that 
the demand curve for funds is more or less fixed by technological 
circumstances (viz , the superior productivity of longer roundabout 
ways of production) If the demand curve is considered as rela¬ 
tively fixed, changes in the flow of investible funds must be 
explained bv shifts in the supply (m the other terminology, by 
changes in the money rate of interest rather than the equilibrium 
rate) This assumption cannot be reconciled with the facts, and 
hence the conclusion is unavoidable that the demand for funds 
IS highly variable and sensitive to all kinds of influence 

An important corollary of this proposition is that AfK, the flow 
of money or total demand for goods in terms of money, is also 
highly changeable Static economic theory for the most part 
assumes a constant Ml^ It is very important to recognise in 
principle that this need not be, and rarely is, the case In the 
investigation of concrete cases such as the probable influence of 
some measure of economic policy {e g , imposition of a tariff, 
devaluation of a currency, public works, etc), or of spontaneous 
changes such as changes in the demand for particular commodities, 
many perplexing consequences which are quite inexplicable on a 
rigid static analysis, which assumes AIK constant, can be cleared 
up by taking into consideration changes in AIK produced or 
induced by the measure or event studied We shall have many 
occasions to recognise the fruitfulness of this principle ' 

An expansion in the monetary circulation, in the 
Porms of broad sense in which the term is here employed, may 
monetary originate in different wavs It remains to inves- 
expanston tigate the ways in which it can, and the ways in 
which It will usually or normally, be brought about * 
As a first step, we may say that a change in the money stream 
may be due either to a change in AI or m K, in the quantity of 
money outstanding or in its velocity of circulation This does 

‘ There is, of course, no intention to assert that this has been completely 
overlooked It is only suggested that the variability of MV has not 
been sufficiently stressed and that one of the disparities between business- 
cycle theory and general equilibrium theory seems to have its root here 
* Statistical explorations in this field have recently been made by Pro¬ 
fessor J W \ngcll See his book I he Behavior of Money, New York, 

1936 
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not, however, help very much, since neither M nor V is statisti¬ 
cally ascertainable (except by way of comphcated indirect estimates 
which are not very reliable) We shall do l^etter to start with 
those magnitudes which are statistically measurable, viz 

{a) Legal tender money, notes, coins, 
iV) Bank deposits subject to cheque, 

(«) Velocity of circulation of (^) 

These three items constitute, of course, only a fraction of the 
total in which we are interested We cannot readily measure the 
velocity of {a) Furthermore, credit instruments (bills) frequently 
function hke money, and a number of transactions are settled by 
direct offsetting without the use of money (It is immaterial 
whether one construes such cases as implying changes in the 
velocity of circulation of money proper or in the quantity of money 
In any case—and this is the important thing—an increase or 
decrease in the total demand for goods in terms of money can be 
effected by such practices ) 

§ 5 WHY DOES THI PRODUCTION OF PRODUCERS’ GOODS AND 
DURABLE GOODS RISE EASTER THAN THE PRODUCTION OF 
PERISHABLl consumers’ GOODS ^ 

Many writers have pointed out that, for technical 
The essence reasons, changes in the demand for, and production 
of the of, finished goods give rise to much more violent 
“ acceleration changes in the demand for, and production of, 
principle ” producers’ goods This is one of the most impor¬ 
tant applications of the so-called principle of the 
acceleration and magnification of derived demand which we have 
Stated and discussed, with all necessary qualifications, in an 
earlier part of this study (see Part I, pages 8 5 et seq) It remains 
to determme its place and function within the mechanism 
of expansion 

The essence of the acceleration principle can, as we have seen, 
be summed up in the statement that, to enable the output to be 
expanded, it may be necessary to make heavy immediate invest¬ 
ments which will contmue to bear fruit for some time mto the 
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future The fact that capitalistic production utihses durable 
instruments means that services or goods of a given sort currently 
produced are in )omt supply with services or goods of the same 
sort at various future dates Thus, if demand is expected to rise 
over a certam future period, the supply will be provided in a lump 
at the beginning and (as it were) stored up in the shape of stocks 
and durable instruments 

Smce consumers’ demand can be profoundly 
Repercussions affected by changes m capital construction, it is 
on demand illegitimate to presuppose a cychcal fluctuation of 
for finished consumers’ demand, and then to use the acceleration 
goods principle to explain the larger fluctuations in the 
production of capital goods 

The principle therefore—quite apart from the necessary quahfi- 
cations previously discussed—must be given its proper place v/ithin 
the framework of a more elaborate theory of investment, in connec¬ 
tion with which It expresses the one-way causal relationship 
from the demand for consumers’ goods to the production of 
producers’ goods The volume of production of producers’ 
goods (which, m order to avoid double reckoning, should be 
measured as the sum of the value added to the product in successive 
stages) is equal to the sum of new investment and replacement 
or remvestment As has already been pomted out, it may be 
convenient to speak of “ total ” or “ gross ” investment in dis- 
tmction to “ new ” or " net ” investment (which may also be 
negative) Gross mvestment is then another way of saymg 
production of producers’ goods plus changes in the stock of 
consumables 

As we have seen, it is very difficult to give an exact defimtion 
of new investment for the economy as a whole, since it involves 
defimng what is meant by maintaining the capital stock of society 
intact It IS still more difficult to measure it statistically—that is, 
to distmguish durmg a given period between replacement of 
worn-out capital and additions to the capital stock Fortunately 
we do not need for many purposes to make the distinction It 
suffices to speak of production of producers’ goods But, roughly 
speaking, the fact that production of producers’ goods fluctuates 
more violently than the production of consumers’ goods—which 
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IS taken as an index for consumption^—indicates that there is net 
mvestment during the upswing and a drastic reduction of net 
investment, or probably even net disinvestment, during the 
downswing of the cycle 

The acceleration prmciple deals with one of 
Kole of the factors which determme the volume of invest- 
expectatwns ment—namely, changes in demand for the finished 
product Obviously, demand must not be defined 
m too narrow a fashion as actual demand What matters is, strictly 
speaking, anticipated demand The investor expects that demand for 
his product will be forthcoming But actual demand is certainly 
one of the most powerful factors in shaping the expectations 
of business-men as to future demand If actual demand rises, 
and if the new level has been sustained for some time, or if the 
rise has continued for a certain period of time, there is a good 
chance that a continuation of the highet level or a further rise will 
be anticipated There is, however, no absolute certainty that 
this will m every case be so , many special reasons are conceivable 
which might prevent these optimistic expectations from being 
mduced m the mind of the producers ^ 

Supposing, however, that a producer of a certain 
Ratio commodity has formed his conclusions as to the 
of capital probable volume of the future demand and is 
to labour resolved to act on his anticipation, and increase 
production accordingly, then the acceleration prin¬ 
ciple postulates a rigid relationship between the volume of 
production of the finished product per unit of time and the 
volume of mvestment The relationship is deternuned by the 
durabihty of the equipment and machines which are required 
for the production of the commodity in question and by the 

' A reservation must be made regarding the fluctuations in stocks of 
consumers' goods There is no consumption corresponding to that part 
of the production of consumers’ goods which goes to stocks 

* Strictly speaking, a whole scale of more or less optimistic anticipations 
should be distinguished, ranging from the expectation that the mcrease 
in demand is only temporary, via the expectation that it will be mamtamed 
to the expectation that it will go on nsmg at a constant or increasing 
rate In other words, there are various ways in which an actual increase 
can be extrapolated into the future 
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importance of the machine services relative to other input items 
(working capital and labour) in the production process—which is 
as much as to say, roughly speaking, by the degree of mechanisation 
Here an important qualification is called for This relationship 
IS not rigid for various reasons In the first place, surplus capacity 
may—and at the beginning of the expansion after a more or less 
severe depression usually does—exist. If theie is unused or 
under-employed machinery or equipment, production can be 
increased by simply applying more labour and raw material to 
the existing equipment The acceleration principle will then come 
into play only after production has been increased by so much 
that new machinery is thought to be desirable But the point 
where it becomes desirable is not determined exactly by purely 
technological considerations Usually the existing plant can be 
worked more or less intensively, although at rising cost The 
decision to increase the plant is influenced—apart from the antici¬ 
pations about future demand—by the rate of interest and certain 
other factors which will be discussed presently 

Supposing, now, it has been decided in principle 
Importance to extend the fixed equipment, it is then necessary 
of rate of to determine how it should be done As a rule 
interest there is a choice between different methods of 
production More or less durable equipment can 
be installed, the more durable varieties involvmg as a rule higher 
cost In other words, methods of varying degrees of “ round¬ 
aboutness ”, involving mvestments of different magnitude, are 
usually available The magnification of derived demand—that is, 
the mcrease in mvestment mduced by a given increase m the 
demand for, and production of, a fimshed product—depends 
accordingly on the choice between these available methods, 
on the durabihty of the mstruments (or, in other words, the 
“ roundaboutness ” of the process chosen) And this choice, 
m turn, depends {a) on the rate of interest, that is the terms 
on which the necessary funds can be raised, (b) on the estima¬ 
tion of the risk^ involved and on the general outlook The 

‘ Cf M Kalecki “ The Principle of Increasing Risk ”, in Econonnea, 
1937, 44°• reprinted in Essays in the Theory of Economic Fluctuations, 

London, 1939 
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lower the rate of interest, the more durable the instrument, 
the longer the roundabout way of production, the heavier the 
investment and the larger the magnihcation of derived demand 
Furthermore, in an atmosphere of optirmsm and confidence in 
an undisturbed development of economic hfe, people will be 
more inclined to undertake heavy investment by which they are 
committed for a long period than in a state of uncertainty and 
apprehension 

We are now in a position to formulate the contri- 
ContrihuUon button of the acceleration principle to the explana- 
of the tion of the mechamsm of expansion, and espeaally 
acceleration of its cumulative nature The techmeal fact that, 
principle in order to produce certain finished goods or services, 

one must construct durable instruments, because 
the fimshed goods cannot be produced otherwise or only at much 
higher cost or in inferior quality, operates as a powerful mtensifier 
of the cumulative force of the expansion If demand for such 
goods and services rises, mvestment becomes profitable The 
profit rate rises or, to formulate it correctly in terms of our demand 
and supply schema, the demand curve for investible funds is 
pushed to the right If the supply of funds is clastic, more 
money is drawn into circulation, with the result that demand for 
the finished product is further augmented and the expansion 
proceeds with accumulated force 

It should be noted that our argument apphes also 
Application to durable consumers’ goods In their case, the 
to durable finished product consists of the services which 
consumers' flow from the durable goods If the demand for 
goods apartments rises (or is expected to rise), the demand 
for investible funds for the purpose of constructing 
houses will rise The construction of the houses is usually under¬ 
taken by entrepreneurs, not by the prospective dwellers Thus 
an increase m the annual demand for apartments may give rise to 
investment many times the amount of the annual rent The service 
IS bemg provided, so to speak, en bloc for many years to come 
In the case of semi-durable consumers’ goods such as motor-cars, 
furniture, radio sets and the hke, there is the institutional difference 
that these goods are usually bought by the consumer out of his 
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own resources. But an instalment selling scheme may enable 
consumers to extend their current purchases beyond their current 
income Thus shght increases m current mcome may bring about 
a much larger mcrease in demand in general 

We have here a factor which accelerates the 
Inelastic expansion of the total demand for goods in terms 
supplj of money, and (if supply is still elastic in all 
branches and stages of mdustry) of production 
and employment as well The restraining forces which gradually 
make their appearance when full employment is being approached 
will be discussed in the section on the upper turning-point. It 
suffices here to point out that the acceleration prmciple cannot 
work unobstructed when supply becomes less elastic Production 
cannot then be expanded all along the line It remains true, 
however, that an mcrease in the demand for a commodity, the 
production of which necessitates the installation of durable instru¬ 
ments, may still, by increasing the price of these mstruments, 
increase the amount of money required to purchase them The 
physical quantity of investment may remam unchanged, but its 
money value mcreases, and the demand for funds rises likewise ^ 
The question now arises how the increased pro- 
Methods of duction of producers’ goods is financed The 
financing workers who are engaged in producing these durable 
and non-durable means of production, and the 
owners of other factors of production which contribute thereto, 
must be paid The answer has in fact a'ready been given The 
necessary funds come partly from inflationarj sources, partly out 
of current savmgs 

* Consequently, if the supply of investible funds is perfectly elastic— 
X e , \i the rate of interest does not change—the increase in demand for 
consumers' goods, and the resulting price rise, will spread throughout 
the whole structure of production, replacement demand in terms of money 
rising parallel with or even faster than the demand for the product If 
consumers’ demand starts to rise from a given level, this will speedily 
induce a proportionate or more than proportionate rise in the total demand 
for goods in terms of money (including demand for intermediate goods 
and replacement demand) Since consumers’ demand is only a fraction 
of total demand, a given increase in consumers’ demand gives rise to a 
greater increase in total demand In this sense, the acceleration prmciple 
can still be said to be in operation 
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We have seen that the cumulative nature of expansion hmges 
on the growth in the total monetary demand —t e , on the increase 
in the flow of money Therefore, the larger the proportion of 
new investment financed by way of inflation (newly created bank 
money or more intensive utilisation of existing funds) in preference 
to voluntary saving, the more rapid the expansion —viz , the 
expansion primarily of the circulatmg medium and in addition 
(so long as the supply of factors of production of various kinds 
IS elastic) of employment and production ^ 


* A word must be said on the concept of “forced saving”, which has 
been much misunderstood If investments are financed by inflationary 
means—if, that is to say, the flow of money against goods increases— 
those who spend the new money attract for their purposes goods which 
would otherwise have accrued to somebody else These other people, 
whose purchasing power in real terms (real income) is now reduced, 
because of the new entrants to the reservoir of goods, are said to be forced 
to save Forced saving is inflicted upon them If total demand for 
goods in terms of money had not gone up, prices would not have risen or 
they would have fallen , and those members of society whose money 
income has not been changed by the inflation could have consumed 
more —t e , tlieir real income would have been greater 

This sounds quite unambiguous if we assume that {a) the magnitude 
of the total flow of goods (output) is not changed by the inflation and 
that (b) there are no secondary influences (apart from the addition in 
question) on the flow of money If the latter condition does not hold, 
and there are secondary increases or decreases in the flow of money 
induced by the primary injection, the problem becomes more complicated , 
but it IS still possible to apply to these secondary additions or reductions 
the same reasoning as to the first 

If, however, the magnitude of the total flow of goods is changed, the 
situation becomes more involved Suppose, e g , that the increase in 
the flow of money calls for an equal increase in the flow of goods—in 
other words, that supply is perfectly elastic and, when the demand for 
goods rises, production and supply rise equally, so that prices remain 
on the average unchanged In this case, it is difficult to speak of forced 
saving or a forced levy on particular persons In practice, however, 
perfect elasticity of supply is almost unthinkable, even at the bottom 
of the depression In other words, the flow of goods will increase in a 
smaller proportion than the flow of money some prices will be higher 
than they would have been without the inflationary increase in demand— 
that is to say, some prices will rise or be prevented from falling , and 
therefore forced saving will be inflicted upon some persons to some extent, 
although not necessarily to the extent indicated by the increase in the 
money stream 
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But this raises the very important question of the role of saving 
in, and the influence of changes m the rate of saving on, the 
mechamsm of expansion This question, which has received 
much attention in the recent literature on the trade cycle, we must 
now discuss systematically 

§ 6 SAVING ^ND THt EXPANSION PROCESS 

Allusion has been made more than once in the 
Importance course of the preceding argument to the actions of 
of savings income-receivers with respect to spending and 
saving On page 285, it was noted as an essential 
link in the expansion process that the increased earnings of the 
workers due to increased investment would in part be spent 
immediately Later (page 296) saving was mentioned as one of 
the two sources of the supply of investible funds, the other being 
inflation in the wider sense of the term It is therefore of 
importance to enquire, in the first place, what are the probable 
consequences on the expansion of a change in the proportion of 
income saved by the public as a whole and, secondly, v/hat are the 
factors which, at the stage of the busmess cycle with which we 
are now concerned, determine whether the proportion saved will 
be gieat or small, whether it will rise or dechne ^ 

By the proportion of income saved is meant 
Income the average proportion of mcome not spent on 
not at once consumers’ goods in the income period in which it 
disposable becomes available The distinction between the 
period in which income is earned and that in which 
It IS available to be spent or saved must be kept in mmd Even 
if no saving whatever takes place, this does not mean that the 
incomes are spent as soon as they are earned Allowance must be 
made for the fact previously mentioned that mcomes are paid 
out periodically and spent in the course of the ensmng period 
Thus, even apart from savmg in the sense here employed, 
income earned at a given moment of time will be spent about 
a v/eek later, if it takes the form of wages, a month later in the 
case of salaries, and a few weeks to a year later in the case of 
dividends 
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Suppose, now, that an impulse (“ starter ”) is 
Expansion given to the recovery by some act of credit-expan- 
with \ero sion on the part of the banks, or dishoarding on the 
saving part of mdividuals or the State, whereby goods and 
services are bought and additional money income 
created How should we expect the expansion to proceed m the 
absence of saving ? After a distributed time-lag, determined 
(as explained above) by habits of payment and expenditure, the 
entire additional income is spent on consumption goods ^ This 
increase in demand for consumption goods does not evoke an 
immediate and equivalent increase m their production Time has 
to be given for the merchants to order new stocks and for 
the manufacturers to produce the goods In the meantime, the 
merchants’ stocks are reduced and the extra money receipts are 
kept in easily available form They may be added to the merchants* 
bank balances, or used to repay a part of their debts to banks or 
to their own supphers It is here assumed that any effect this 
may have in increasing the supply of investment funds, and so 
affectmg mvestment, is negligible Ultimately, if we assume that 
merchants and manufacturers in the consumption-goods section 
of mdustry desire at least to mamtain their stocks and working 
capital, the increased expenditure on consumption goods evokes 
an equivalent rise in income, which, after a further lapse of time, is 
again spent, and so on indefinitely Thus, in the supposed circum¬ 
stances of zero-savmg, extra mcome, once created, wiU never 
disappear 


* It will be remembered that this assumption is not equi\alent to a 
marginal propensity to save of zero in Mr Keynes’ terminology, because 
Mr Keynes docs not allow for time-lags (See Chapter 9, § 4, above ) 
One may, of course, use Mr Keynes’ concept just as well, but one should 
not forget that these little time-lags for “ technical ” reasons are absolutely 
essential for a money economy, and that, in everyday language, when 
one speaks of zero-saving one automatically takes these time-lags for 
granted The assumption that there are no such lags—the assumption, in 
other words, that the money was spent and respent instantaneously—• 
would imply an infinite velocity of circulation of money, which would 
be tantamount to assuming away the use of money altogether and assum¬ 
ing instead a barter economy with a numeraire but without a medium 
of exchange (money) 
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While these time-lags between the earmng and 
Income receiving of incomes, and again between the receiv- 
velocttj ing and spending of them, are highly relevant to 
of money the determination of the proportion of money 
which the economic commumty will hold relative 
to Its money income, it is not possible to deduce the “ average 
lag ” between the primary and the secondary increases of income 
directly from the magnitude of the average “ mcome- ” or “ circuit- 
velocity ” of the total stock of money, or vice versa In part, this is 
because a certain portion of the commumty’s cash holding is 
primarily a reserve store of value in no close connection with the 
routine receipts and disbursements of firms and of individuals 
Only a part rises and tails regularly as receipts exceed and fall 
short of disbursements as deterrruned by the lags which have been 
mentioned But even if we proceed to exclude from consideration 
that money which is locked up in hoards, a distinction must be 
drawn between what may be called average and marginal time-lags 
between receipts and disbursements Our assumption that no 
part of the mcome is saved excluded the possibility of a divergence 
between average and marginal time-lags in the case of income- 
receivers But It IS qmte hkely m the case of business firms that 
extia receipts will take a longer or shorter time to be disbursed 
than the average lag between all receipts and all disbursements ^ 
In a very mterestmg passage in his Economics of Planning Public 
Worksf Professor J M Clark estimates that the marginal period 
of flow of purchasmg power from ultimate income recipient to 
ultimate mcome recipient (the length of the “ cycle of secondary 
effects ”) m the United States of America is very much shorter 
than the average period expressed m the “ income-velocity of 
money ” 

After some time, the “ brakmg ” mfluence of some of these 
time-lags will tend to disappear Capitahsts, at any rate, will 
probably begin to antiapate the payment of their mcreased 

> This may, of course, also be expressed by saying that the average 
time-lag or average income velocity is likely to be changed by new addi¬ 
tions to the income stream It is not safe, therefore, to regard it as a 
comparatively stable magnitude 

• Washington, 1935, pages 87 and 88 
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incomes Merchants and producers of consumption goods mil 
anticipate the rise in demand, and will create new incomes m 
advance of demand Even apart from further investment than is 
involved in an increase in working capital corresponding to the 
increase in output, the rise in incomes will soon gather a terrific 
momentum Moreover, investment in fixed capital will not in 
fact stand still on the contrary, it will expand in the manner 
analysed above to a much greater extent even than the production 
of consumers’ goods The movement will gather momentum 
continuously until checked by the appearance of a shortage of 
factors of production and /or of investible funds from inflationary 
sources 

What difference now will saving make to this 
Immediate process An act of saving is necessaiily two-sided 
effect of It means a fall in demand for consumers’ goods 
saving in terms of money and a rise in the supply of mvest- 

iblc funds If we look at saving only in its aspect 
of a reduction of expenditure—for example, if we suppose that 
money saved is simply destroyed or hoarded—it is obvious that, 
even in the absence of money-scarcity, credit restrictions and a 
rise in the rate of mterest, a habit on the part of the public of saving 
a certam proportion of its mcome will tend to damp down, and 
finally extinguish, this increase m money income At each 
revolution of the money stream, each time mcome is spent, it 
will undergo a reduction Obviously, continual additions by 
way of investment will have to be made to the income stream 
in order to counteract the deflationary pressure of savmg The 
question then arises whether an act of saving in itself tends to 
produce an act of investment Answers to this question are 
usually of an extreme nature Some economists, of whom 
Mr J M Keynes is not the least eminent, reply that saving has no 
immediate effect on mvestment and that its ultimate effect, owmg 
to the deflation winch it mduces, is to dimmish the mcentive to 
invest ^ Others® assume that m normal conditions savmg will 
give rise to an equivalent amount of mvestment 

' See, however. Chapter 8, § 3, pages 217 et seq, above 
'Eg, Professor Pigou, in lus review of Mr Keynes’ General Theory 
of Employment, Interest and Money in I conomica. May 1936, page 125 
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The truth probably lies somewhere between these extremes 
The supply of mvestible funds from dishoarding, credit expansion, 
etc, even where it is not completely elastic, is probably always 
to some degree sensitive to tbe price of borrowing (/ e , the interest 
rate) 

This is true at any rate for the stage of the trade 
Saving cycle which we are now considering, though it may 

and cease to be true at a later pomt m the boom The 

hoarding lower the interest rates, the more money will be 
withdrawn from entrepreneurs and hoarded m some 
form Anythmg which lowers or even prevents a rise m the 
interest rate will increase the quantity of money withheld from 
entrepreneurs and hoarded, or reduce the quantity of money which 
would otherwise have been dishoarded and offered to entrepreneurs 
It IS probable that the effect of savings will be to brmg about a 
reduction or prevent a rise in the interest rate If this does not 
happen, there can only be two possible explanations Either 
the savings have been completely hoarded in the first instance, or 
the entrepreneurial demand for mvestible funds is perfectly elastic 
over a range equal to the amount of savings which is offered for 
investment As for the first alternative, if even a part of the 
savings IS hoarded, it is obvious that they cannot give rise to an 
increase in demand for ptoduceis’ goods equivalent to the 
reduction of demand for consumers’ goods which they occasion 
In order to produce this compensating increase in mvestment, 
all the savings must be invested But, even if the savers should 
in the first mstance seek to mvest all their savmgs, this will not 
increase actual mvestment to an equivalent extent unless the 
demand for mvestible funds is such that entrepreneurs can 
absorb the supply as increased by the full amount of the savmgs, 
at the same rate of mterest as that at which they might have 
absorbed the same supply minus the savmgs If they are unable 
to do this, the savmg will be in part sterilised by hoardmg, 
or a reduction m dishoardmg, due to reduction of the rate of 
interest, or to its failure to rise, and the net effect will be 
deflationary 

We may suppose that, m the case of an mcrement of savmg which 
IS not expected and which entrepreneurs have made no plans to 
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meet,^ the demand for investment funds will show very little 
elasticity and investment will scarcely mcrease at all On the 
other hand, where investment projects, which (consciously or 
otherwise) rely on such an increase in saving, have been conceived 
in advance, the fall in the interest rate will be much shghter and 
the relative deflation less severe But always and m all circum¬ 
stances—short of a complete msensitiveness of banks and capitalists 
to the rate of interest in their decisions to hoard and dishoard-— 
saving must tend to reduce the total demand foi goods in terms 
of money The comparison, it must be noted, lies not between 
the state of affairs after the savmg and before it, but between the 
state of affairs at a given time with the saving, and what it would 
have been had there been no saving It may well be that the 
extra savmg is fully counteracted by an mcrease m investment , 
but, unless this investment would not have taken place m the 
absence of such savmg, it remains true to say that the saving has 
a relatively deflationary effect 

An mcrease of savmg, we have found, normally 
Consequences exercises a deflationary effect at the moment of its 
of continued appearance The amount of dishoarding is dimm- 
saving ished, and the community’s current!) - earned income 
rises less fast than it otherwise would have done 
If we pursue the consequences of this saving in subsequent periods, 
we find the deflationary effect is, as it were, cumulated A relative 
fall in demand now leads to a relative fall m investment later, this 
to a further fall in demand and so on 

If the mcrease m savmg is repeated m subsequent periods, it 
may not merely slow down the expansion but even prevent it 
from reaching the height it would otherwise attain, and finally 
turn It mto a declme This can be easily demonstrated on 
somewhat abstract assumptions The higher the proportion of 
mcome saved, the less will the mcome level require to rise in order 
that a given rate of savmg may be attained On the other hand, 
accordmg to the acceleration prmciple, the rate of mvestment will 

'■ Cf, C Bresciani-Turroni, “The Theory of Saving” in Economica, 
Vol III (New Senes), 1936 
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be greater or less according as incomes are rising more or less fast, 
and smce the greater the proportion of mcome saved the slower 
will be the expansion of incomes, it follows that the higher the 
proportion of income saved the less will be the rate of investment 
at any given income level But the expansion wiU cease when 
savmg catches up with mvestment, and the higher the proportion 
of mcome saved the lower will be the mcome level at which the 
expansion will cease ^ 

The general conclusion of the foregomg argument is that saving 
winch IS m progress durmg an expansion process tends to slow down 
the expansion Ceteris paribut, the more people save the slower 
the expansion, and the less they save the more rapid the expansion 

It must, however, be kept m mind, if serious 
Quail- misunderstanding is to be avoided, that our analysis 

fications is hmited at this point to the peculiar econonuc 
circumstances which are supposed to prevail durmg 
a typical upswing We assume that a credit expansion is under 
way and that the supply of mvestible funds from inflationary 
sources is to some degree elastic If that is so, then an increase m 
the rate of savmg leads to a slowmg-down of the mflow of new 
money (mflation), and a decrease m the rate of savmg to an accel¬ 
eration of the mflow of new money If the money supply is 
completely melastic, the situation is different, for m that case 
we cannot assume that a deficiency m the supply of mvestible 
funds caused by a decrease m the rate of savmg will be automatically 
made up, wholly or partly, by mflation This is, however, not 
the typical situation durmg the upswing, which is, on the contrary, 
characterised by an elastic money supply from inflationary sources 
But, smce (as will be shown m detail at a later pomtl this elasticity 
m the money supply is hkely to dimmish with the progress of 
the boom, the deflationary effect of savmg is hkely to become less 
and less pronounced 


‘ Compare Mr Harrod’s treatment of the interactions of the accelera¬ 
tion prmciple (which he calls " the relation ”) and the propensity to save 
(or “ the multiplier”) in 2 he Trade CvcU, 1 ondon, 1936, tliaptei z 



Nature and Cantes of the Cycle 


Part II 


Si8 

Furthermore, exceptions to our rule are conceiv- 
InsMutional able m special institutional circumstances. Take, 
comphcatrons for instance, the following situation Hitherto 
we have assumed a homogenous capital market 
with a homogeneous object of transactions—viz, investible 
funds In reahty, however, there are subdivisions in this market, 
and the different types of investible funds which are marketed m 
these subdivisions are not perfect substitutes We are thinking 
here primarily of the distinction between long- and short-term 
credit—that is, between the capital and money market Now, it 
may be that the inflationary sources of supply (e g, bank credit) 
serve mamly the money market, while the capital market is fed 
chiefly by savmg It is true that in the real world this separation 
IS not complete The sources from which the demand for long¬ 
term credit IS satisfied include inflationary sources Banks, for 
example, invest, not only m commercial paper, but also m securities, 
money hoards of individuals and corporations go into long-term 
mvestment and play a large role durmg the first phase of the 
upswmg On the other hand, to a certain extent, short- and 
long-term credit are also substitutable on the demand side Invest¬ 
ment in fixed capital may be financed by means of short-term credits 
which are continuously renewed ^ But the substitutabihty is 
certainly not perfect either on the demand or on the supply side 
If that IS the case to a considerable extent, if (that is to say) the money 
market and the capital market are separated m the sense indicated 
above and short- and long-term credit are not substitutable for 
the entrepreneur, then the progress of the expansion may be 
seriously hampered, and not accelerated, by a low rate or a fall 
in the rate of savmg The capital market may become tight , the 
rate of mterest there may be driven up and the volume of mvest¬ 
ment, so far as it requires long-term finanang, will be reduced 
To the extent that different kmds of investment are complementary 
so that long- and short-term funds are in jomt demand, the inflow 
of new money through mflationary faucets into the money market 


* On this, compare M Breit “Em Beitiag zur Theorie des Geld- und 
Kapitalmarktes” in Zeitschnjt fur NaUonalokonomie, Band VT, Heft 5, 
1935. pages 632 et ceq 
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will be impeded In order to appraise this possibihty correctly, 

It should be remembered that money flowing from an inflationary 
source, after it has become income and is saved, has to be counted 
as saving It has been assumed by many writers —e g , by 
Mr Hawtrey —that profits which have been brought about by 
an inflationary rise in demand are the most important source of 
supply of investible funds during the upswing of the cycle 

But, even if such exceptions are deemed ummportant and our 
rule that savings during the expansion slow down the latter remains 
substantially unimpaired, it docs not by any means follow that, for 
the purpose of obtaining the maximum long-rim productivity, a 
low rate of saving during the upswing ot the cycle is desirable 
We are not yet in a position to give a definite answer to this question 
There can, however, be no doubt that good reasons can be adduced 
for the proposition that an expansion which develops slowly 
will last longer and give rise to less serious maladjustment than 
one which progresses very rapidly 

We turn now to the second problem pre- 
Saving during sen ted at the beginning ot this section What 
the early proportions of available incomes are likely to 

expansion be saved as the expansion develops ^ Are there 
any reasons for believmg that the proportion of 
income saved by the economic commumty varies at different 
points in the cycle ^ 

Unfortunately, for lack of statistical data, there is no possibihty 
of measuring directly how savings behave during different phases 
of the cycle ^ We have to rely on very general considerations 
which cannot provide a precise answer to the above questions 
So far as the wage-earning section of the community is concerned, 
there are various considerations which do not all point in the 
same direction The real mcomes of those who were employed 
during the slump probably fall during at least the first part of the 
upswmg The proportion of mcome saved by such people will 
probably tend to dimmish, particularly as the danger of unemploy¬ 
ment recedes On the other hand, as the unemployed of the 
slump are re-employed, they obtam a saveable surplus, and in some 

* C/ America’s Capacity to Consume, passim 
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cases may have a strong mcentive to save for the purpose of 
repaying debts to tradesmen which they have contracted Smce 
the real income of the working-class as a whole probably rises 
durmg an upswmg—espeaally in post-war cycles—it is possible 
that the tendencies to mcreased savmg prevail, but it seems unhkely 
that the mcrease m saving from this source can be of much 
importance 

Among the propertied classes, the fluctuations in the proportion 
of income saved are probably much more important, because their 
mcomes fluctuate more widely They skim the cream off the 
boom and bear the brunt of the depression Considermg that 
their standard of hvmg is much less flexible than their mcomes, it 
appears plausible that they should even dissave durmg the slump 
and save considerably durmg the upswmg and boom This is 
hkely to be accentuated by the fact that they are, to some extent 
at least, cycle-conscious Durmg good times, they save not 
only for old age, children’s education and mheritance, calamity, 
etc, but also to some extent agamst the eventuahty of a slump 
Business corporations pursue a policy of “ dividend-stabihsation ” 
by accumulating reserves out of net revenue m good times to 
disburse them m bad 

It is true that the bond-holdmg section of the propertied class 
is to some extent in a position analogous to that of wage-earners 
who find their real mcomes dimimshmg durmg the upswmg 
This, however, is not hkely to be important m the earher stages 
of an expansion, and if we take capitahst-entrepreneurs, holders 
of equity shares and holders of mdustrial bonds m the mass, there 
can be no doubt that their real mcomes greatly mcrease durmg the 
expansion Where there is a big national debt, the situation is a 
little different Here it is conceivable that the transference of 
teal mcome from taxpayers (poor and rich) to rentiers (mamly 
rich) will be considerably dimimshed durmg the upswmg, and 
this will counteract the redistribution of mcome m favour of the 
rich which will otherwise take place at that time, and to some 
extent limit savmg 

Consideration of pubhc finance in a wide sense (including social 
insurance institutions), however, brmgs m a further element which 
decisively tips the balance in favour of mcreased savmg Durmg 
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the slump— largely as a consequence of the increased real weight 
of social services, maintenance of unemployed and national debt— 
Governments are normally forced into budget deficits which we 
may regard as dissavmg During the upswing, these deficits 
disappear and may even be succeeded bv budget surnluses 

The considerations set forth above are applicable 
Saving during to the expansion in its beginnings and in its heyday 
the later but, as the boom reaches its height, they mav lose 
expansion some of their force There arc reasons for the 
view that, in the later stages of an expansion, people 
begm to spend once again a larger proportion of their available 
incomes 

Workers, farmers, and business-men alike will probably have 
accumulated a certam amount of debt during the depression, 
which represents a psychological burden and a threat to their 
security out of propoition to the actual money burden of interest 
Any additional income coming their way during the expansion 
will be used to a considerable extent to repay these debts Once 
this IS accomplished, however, it is very unlikely that the same 
rate of saving will be maintained merely with the object of adding 
to capital A larger proportion of incomes received will tend 
to be spent, and the consumers’ goods trades will receive a fillip 
thereby, which will transmit itself, if there is still a sufficiency 
of unemployed funds and physical resources, to the mvestment- 
goods trades The new ilan which will thus be given to the 
expansion will provoke a further fall in the proportion of income 
saved, because the business world will be aware that bigger profits 
are being made and biggci dividends will in due course be dis¬ 
tributed, so that a spirit of confidence will spread, which is very 
favourable to spending. 

Another mfluence may make its appearance which will have 
more or less effect according to the soaal and economic structure 
of the country concerned Rising business profits, and the 
anticipation of a continuance of rising profits, will brmg about a 
recovery of equity values on the stock exchange As time goes 
on, this boom may interest a larger and larger number df people 
in a speculative capacity They may be disposed to utilise gams 
on the stock exchange as additional income, or they may feel 
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that, since the value of their shares is so high, the future is well 
provided for and they can afford to do less saving out of current 
available income 

When the boom arrives at the stage where 
Saving shortage of materials and men develops and prices 
at the rise rather than production, it is probable that the 
peak tendency to greater spending is mcreased Wages 
in the latter stages of a boom no longer show the 
same “ stickmess ”, workers’ organisations become more and more 
active, and wages rise as fast as profits Further, it is probable 
that the farmers and other producers of raw materials succeed in 
getting a bigger share than before in the total income and, 
smce they are on the average much poorer than the mdustrial 
population, they will probably spend a larger proportion of their 
incomes 

In this way, the position envisaged by the monetary over¬ 
investment theorists at the end of the boom may possibly arise 
The proportion of spending to saving tends to increase The 
consumption-goods trades may draw labour away from the 
investment-goods trades and so create difficulties for them 
Suppose now that, before the shortage of material means of 
production becomes a factor of much importance, the liquidity 
of the monetary system declines to such an extent that banks are 
unwillmg to expand credit or individuals to dishoard to any 
considerable degree, even though interest rates rise very high In 
such circumstances, increased saving will only be shghtly defla¬ 
tionary, and a fall in savmg only shghtly inflationary If, as has 
been asserted, the proportion of expenditure to income tends to 
increase at the later stages of the boom, the stimulating effect 
will be reduced to a minimum by the inelasticity of the supply of 
credit The money added to the demand for consumers’ goods 
will in large part be abstracted from the demand for producers’ 
goods and the dislocation caused thereby may precipitate a 
deflation 
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B The Contraction Process 

^ 7 GENERAL DESCRIPTION OF THE MECHANISM 

The process of contraction, hke the process of 
Rd/e of expansion, is cumulative and self-reinforang Once 
deflation started, no matter how, there is a tendency for it to 
go on, even if the force bv which it was provoked 
has in the meantime ceased to operate 

The contraction may start from a state of full employment or 
partial employment, and the mechanism is, in principle, the same 
in both cases 

Deflation in the sense of a gradual decrease in the total demand 
for goods in terms of money plays an essential role in the contrac¬ 
tion process Deflation must not, however, be inteqiireted m the 
narrow sense of a deliberate act or policy on the part of the 
monetary authorities or commercial banks A deflation in this 
narrow sense may, of course, act as a starter to the process, and it 
usually comes in sooner or later as an intensifying element , but, 
when the process has once got undei way, a sort of automatic 
deflation or self-deflation of the economic system (in contradistinc¬ 
tion to a deflation imposed on it by the monetary authorities) is 
just as much an effect as a cause * 


‘ Writers on the subject have frequent! / used the term “secondary” 
deflation Their attention has been concentrated mauily on the malad¬ 
justment which, they maintain, is the cause of the crisis They conceive 
of the depression, not as a cumulative self-remfoicing process, but as a 
period of adaptation during which the economic system reverts to equili¬ 
brium and eliminates the maladjustmf nts which have de\ eloped during 
the preceding upswing and have been brought to light in the crisis 
The deflation is regarded as an unfortunate accident 

More recent writers have, however come to realise mcreasingly that 
the above view is a misconception, that what it treats as an accidental 
phenomenon is m fact the most important element m the depression, that 
the deflation may continue long after the maladjustment by which it 
was started has been removed that it may be started by purely monetary 
forces without anything being ivrong with the structure of production, 
and that it does not revert directly to equilibrium but, on the contrary, 
carries the economic system a long way away from equilibrium 
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In many respects, the contraction is the exact counterpart of 
the expansion, so that large parts of the analysis of the latter can 
be adapted to explain the former 

Suppose contraction has been started for any 
Spread of reason whatsoever {eg , because a large construction 
deflation scheme which was under way has had to be interrupted 

owing to inability to raise the necessary funds for 
financing it) Demand for construction materials and implements 
falls off, and production in the industries which provide those 
things is curtailed We might equally well take the case where 
an act of deliberate deflation by the monetary authorities (which 
again may be due to a great variety of reasons or motives) starts 
the ball rolling In the section on the down-turn (crisis), the 
question of the possible or usual starters will be taken up Here 
we simply assume that a net contraction has been produced, and 
that the total demand for goods in terms of money has shrunk 
by a considerable amount 

When demand flags at various points, merchants will give lower 
orders to producers, production will be curtailed and workers 
will be dismissed This reduces income When incomes fall, 
the demand for all kinds of goods is further reduced and depression 
spreads to other parts of the system 

Like the expansion process, the contraction process will probably 
proceed slowly at the beginning and then gather momentum ^ 
At first, when demand has fallen off in the case of only a few com¬ 
modities, the contraction may easily be stopped or reversed 
by favourable influences elsewhere L ater on, when the demand 
for a greater number of goods has fallen for some time and 
contraction has spread to many parts of the system, expansionary 
influences, which in the early stage of the process would have been 
strong enough to outweigh the forces of contraction, will no 

* The spectacular events in the financial sphere which usually mark 
the turn from prosperity to depression should not be allowed to obscure 
the fact that the downward movement of production and trade usually 
takes time to get under way This was, e g , the case after the crisis of 
1029 6/ Slichter m Review of Economic Statistics, bebruary 1937, on the 
1929 down-turn In the autumn of 1937, the fall in production and 
employment was much more rapid than in 1929, although there were no 
spectacular breakdowns in the financial sphere 
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longer be sufficient to reverse the downward movement, but will 
merely slow it down This is what is meant when we say that 
“ the process has gathered momentum ” 

After the process has continued for a while. 
Intensifying intensifying factors are hkely to come mto play 
factors Prices will soon begin to fall, and losi.es will be 
made everywhere, because wages and other cost 
Items cannot readily be reduced There will be a strong tendency 
to reduce s tocks and to curtail orders and purchases by more than 
the amount by which sales have gone down A sustamed fall 
in demand and prices is bound to create in the business world a 
more pes simistic outlook in general and an expectation, whether 
justified or not, of a further fall in prices The profit rate will 
be reduced all along the Ime, and new investment or reinvest¬ 
ment of amortisation quotas will be curtailed Nobody dares to 
embark on ambitious schemes of investment, and this will 
mtensify the tendency to reduce commodity stocks and to increase 
money storks, that is to hoard—the counterpart of the tendency 
to dishoard during expansion 

It is important to note that such a contraction process can 
happen even in a pure cash economy with constant quantity of 
money (A/) In a modern banking and credit economy, powerful 
intensifying factors come in If a large part of the circulating 
medium consists of bank money (demand deposits subject to 
cheque) and if the banking s)stem as a whole or a number of indivi¬ 
dual banks get into difficulties, the banks will restrict credit They 
will call in outstanding loans and be reluctant to grant new ones, 
and as a consequence M will shrink If a run on the banks occurs 
—if, that IS to say, depositors want to change their deposits into 
notes—the deflation becomes still more serious The same may 
happen in the international sphere There may be a run on the 
central bank in order to exchange notes for coins and foreign 
money—that is to say, gold hoarding mav dc\elop or a flight of 
ca pital m ay intensify the deflation 

Owing to the rigidity of a number of cost items, each decrease m 
the total demand for goods m terms of money is followed by a 
certain shrinkage in production, and any reduction in the produc¬ 
tion of finished goods tends to be transmitted with increasing 
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violence to the preceding stages of production, which again tends 
to reduce the demand for fimshed goods, and so on in a long and 
painful process 

This general description of the contraction process may probably 
be taken as a correct description of the common opimon on the 
matter The most important thing to remember is that the depth 
to which the contraction develops depends on a number of 
circumstances, partly of an institutional nature, of which many 
are—or, at any rate, may be—quite mdcpcndent of the factor 
which first mitiated the contraction or even of the mtensity of the 
precedmg boom The circumstances which are responsible for 
the cumulative nature of the contracuon process wc must now 
analyse in detail 

§8 MONETARY ANALYSIS OF THE CONTRACTION PROCESS 

The monetary mamfestation of the cumulative 
Fall in total process of contraction is the prolonged fall in MV 
demand —i e , in the total demand ^ for goods in terms of 

money If MV did not fall, there would be no such 
rapid deterioration of the economic situation, no such swift fall 
in production and employment, as is in fact exhibited in the 
course of cychcal depressions* In this sense, one may call the 
contraction a monetary phenomenon But the description is 
wrong, if It IS taken (as it frequently is) to imply that the respon¬ 
sible factor for the shrmkage in MV is always a deflationary policy 
pursued by the banking system, or that the monetary authorities 
can always effectively prevent a fall m MV if they refrain from 
contractmg credit, or if they expand credit, by the ordinary 


* “ Demand ” m the sense of “ actual demand ” or “ expenditure ”, 
not 111 the sense of “ demand schedule ” 

* It should be noted that this is not a tautological statement following 
from the definition of depression Wc have defined the latter, not in 
monetary terms not in terms of MV hut in terms of volume of production 
and employment Logically, a decrease in employment and production 
may be accompanied bv a rise instead of a fall m MV This will imply 
a rapid rise in wages and prices Something like that seems to have 
happened during the last phase of the German post-war inflation But 
this IS surely not the typical picture of a cychcal depression 
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measures of credit policy. Within the hmits set by existing ^ 
monetary organisation and banking practice, the monetary 
authoriues can regulate the supply of money But, in order 
to arrest a fall m MV during a contraction, it will frequently 
be necessary to regulate and stimulate demand as well as supply, 
and this may require very drastic mterventions, which are hardly 
possible without far-reaching changes m the present institutional 
tramework 

We shall now analyse the contraction process 
Cumulative broadly in terms of our demand-and-supply sched- 
fall in ules of investible funds It may be that not much 
investment is gained thereby, but, as the analysis recapitulates 
the essence of the theories which explam the slump 
by an excess of the maiket rate of interest over the equihbrium or 
profit rate, it may serve as an introduction to a more reahstic 
treatment of the matter 

When the demand for goods m general falls and production 
shrmks, the demand for mvestible funds falls too—/?,_the 
demand curve shifts to the left Assurmng that the supply 
curve IS unchanged, and is fairly elastic over the given 
range, the new point of mtersection will be to the left of the 
old one— t e , the amount of investment is reduced Bjit we 
cannot assume that the supply of savmgs is as elastic as the 
supply of investible funds This means that part of the supply 
of investible funds which is not taken up by the demand will 
be diverted, not into expenditure on consumption goods, but 
into hoards— i e , it will be withdrawn from circulation Hence 
the total demand for goods in terms of money falls further, 
prices fall still lower and production and employment are 
reduced This provides a further discouragement to the demand 
tor investible funds, and the d^ipand curve is shifted further to 
t he left_ 

On the other hand, the contraction process is 
Drjing-up bound to give rise to unfavourable reactions on the 
of supply supply side Losses are made everywhere defaults 
of funds and bankruptcies threaten or actually occur The 
effect IS to make the banks and the investmg pubhc 
cautious and pessimistic The risk of lending rises and the 
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supply of invest ible funds decreases In technical parlance, the 
supply curve, too, shifts to the left T he interestjatfeiare thereby 
pushed up, or are prevented from falhng, in spite of the falling 
demand, which intensifies the deflation As Mr Keynes and 
Mr M Breit have both pointed out, the same risk factor may be 
counted twice over, on the demand and the supply side, by the 
lender and the borrower, thus widening the gap between demand 
and supply ^ 

For a more detailed study of the monetary aspects of the 
contraction process, espeaally a study which lends itself to statistical 
verification, it will be useful to start with the following considera¬ 
tions M^the total demand for goods in terms of money, shrmks 

* See Keynes The General theory of Employment, Interest and Money, 
pages 144 and 145 Mr Breit (“ Em Beitrag zur Theone des Geld- 
und Kapitalmarktes ”, in Zeitschrift fur NaHonalokonomie, Band VI, 
Heft 5, page 654, footnote) describes five possible ways in which lender 
and borrower may anticipate the sharing between them of the risk 
involved m a given investment Each may believe that he will have to 
bear the weight of the possible losses—in this case there is a double 
reckoning of risks Both may regard the risk as falling on the creditor 
alone, or on the debtor alone In either case there is a single reckoning 
of the risk Each may regard the other as the risk-bearer, and m this 
case no allowance for risk is made bv either party Lastly, extremes 
may be avoided and a single reckoning achieved where both estimate 
that the risk will be shared in a given way between the two parties 
Mr Breit, however, believes that the first possibility, that of the double 
reckoning, is less unrealistic than the other possibilities It might 
perhaps be added that the question of the sharing of risk between lender 
and borrower cannot be considered without reference to the wealth of 
the borrower, and also to the probable distribution of returns expected 
from the investment If the risk consists in a considerable possibility 
of a small loss, there is more likelihood that the creditor will ignore the 
risk factor than if it consists in a slight possibility of a very large loss, 
which the borrower could not possibly make good In the course of a 
deflation, the money value of the wealth of the debtor is likely to dimmish 
the entire probability curve of returns is reduced, and, in consequence, 
the range of possible losses which the debtor could not make good ini rcases 
The debtor finds that a greater part of risk consists, not in the danger 
of having to sell part of his property in order to pay his debt, but m having 
to go through bankruptcy courts The creditor finds that he stands m 
greater danger of not being able to recover his money In those circum¬ 
stances there is a greater likelihood of a double-counting of the risk A 
particular application of this principle occurs where the debt is secured 
on specific assets The deflation reduces the amount of cover that 
borrowers can offer, and in consequence increases the risk premium they 
have to pay on their borrowings 
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this may be due to a shrinkage in the quantity of money and /or 
to a decrease in its velocity of circulation It must be possible to 
dernonstfate that (1) a part of the monetary circulation is destroyed 
or leaves the country, and /or (2) money does not change hands so 
frequently against goods, because it is hoarded or used for other 
purposes (3) In addition to the factors mentioned here as 
effecting a reduction in MV^ or the flow of money against goods, 
It IS conceivable that a deflationary influence may be exerted by 
another development which does not affect the flow of money, 
but adds to the work which money has to do—and that is an 
increase ID. the. turnover of goods Goods in general will in this 
case change hands for money more frequently in the course of 
their journey from the primary producer to the consumer There 
IS, however, no reason to believe that this disintegration of the 
structure of production is a characteristic or necessary feature of 
the downswing (4) Financial transactions may immobilise a 
largenpart of the circulating medium, and demand for goods falls 
We have now to answer the questions At what 
Forms of point does the money leak out of the circulation ^ 
deflationary Where is it held up Who hoards it ^ In what 
pressure shape is the money hoarded ^ How is it destroyed > 
It is possible to enumerate a number of forms 
in which the monetary contraction may appear, beginning with 
the more extreme and conspicuous cases and proceeding to the 
less conspicuous and more subtle ones Not all of these forms of 
monetary contraction are regular or unavoidable features of 
every cychcal depression The attempt is here made to arrange 
them approximately in decreasmg order of regularity and 
conspicuousness 

Deflation by the central bank is a straightforward 
Outright case which does not require much comment A re- 
deflatton by striction by the central monetary authorities of the 
the central circulation of gold coins, notes and short-term lia- 
hank bihties (central-bank money) means a decrease in the 
flow of purchasing power—unless counteracted by 
other forces eg^ the substitution of bank credit for centralbank 


See Hayek Prices and Production, 2nd ed , pages 118 e/ seq 
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money or an increase in the velocity of circulation which will 
take place if the money flowmg into the central bank comes out 
of hoards This happens sometimes on a large scale after a 
period of pamc which has led to a great dram of cash out of the 
banking system —e g , in the United States after the bank suspen¬ 
sion in 1933 

Active deflation on the part of the central bank is nowadays 
almost always the consequence of a disequihbrium in the interna¬ 
tional balance of payments of a country, which may be due to the 
withdrawal of foreign credits, the cessation of the inflow of capital, 
a flight of domestic capital or a defiat m the balance of payments 
on current account because of a relatively high price and mcome 
structure (over-valuation of the currency) 

An outright reduction of central-bank money is, however, not 
an invariable feature of every depression at least, it is usually not 
pursued right through the whole course of the depression It 
IS a common experience at the beginnmg of the depression, or 
during the finanaal crisis which usually marks the turning-point, 
or in some later financial crisis in the course of the depression, to 
observe a sharp increase 111 the note circulation accompanied by a 
decrease in the total demand for goods This is proof that, at 
some other point in the economic system, money is being hoarded, 
and that the central bank is providing the cash in order to avoid 
a collapse of private banka and firms and to mitigate the dram on 
the industrial circulation 

This again is a clear case of deflation In the 
Hoarding of first case, gold is sought from the banks by the 
gold and bank pubhc in exchange for notes so long as the latter 
notes by are redeemable in gold The circulation is thereby 
private reduced and pressure is brought upon the bank of 
individuals issue to contract further in order to improve the 
reserve ratio In the second case, notes which 
otherwise would have been spent on goods are hoarded, or bank 
deposits are turned into notes, and so pressure is brought to bear 
on the commercial banks to contract credit in order to preserve 
their cash reserves It should be noted that the amount of money 
an individual can hoard is not hmited to the magnitude of 
his current money income He may sell other assets such as 
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securities, real estate and commodities of all sorts against cash, and 
hoard the proceeds of the sales This has a double effect On 
the one hand, money is withdrawn from circulation (except m 
so far as the buyer of the assets manages to pay without decreasing 
his other expenditure —e g , if securities are taken up by banks 
which create deposits against them), and the demand for goods 
falls off at some point On the other hand, the price of the assets 
m question is depressed, which may have serious lepercussions 
To this extremely important aspect we shall return later 

Clearly, hoardmg of gold and bank notes by the pubhc is not 
a feature of every cyclical depression It happens only m excep¬ 
tionally severe depressions and under special circumstances— eg, 
when the banking system is in bad shape, as in the United States of 
America in 1933, or when a flight into foreign currencies takes 
place, as m many European States durmg recent years If 
money hoarding by the public develops, naturally it brings 
with It a severe intensification of the deflation 

This probably has been, until now, an mvariable 
Contraction feature of any contraction in an economy with a 
of credit by fairly developed bankmg system It is one of the 
the commercial best known and most fully analysed aspects of the 
banks depression and need not long detam us 

Smce bank deposits are, under modern bankmg 
organisation, a means of payment (bank money), a liquidation of 
bank loans and deposits is a clear case of deflation This process 
may proceed in a slow and orderly fashion without spectacular 
bank failures, or rapidly to the accompamment of bankruptaes 
It may be hastened by pressure from above and below, from the 
central bank and from a pubhc that demands cash for its deposits 
Whether such comphcations arise or not and whether in conse¬ 
quence the contraction of credit goes a long way or not depends, 
not merely on the seriousness of the disturbance by which the 
contraction process was first set afoot, but also—and presumably 
m many cases to a larger extent—on mstitutional and psychological 
circumstances, on the pohcy pursued by the monetary authorities, 
on the international complications, on the methods of financmg 
production (short-term or long-term credit, equities or fixed- 
mterest-bearmg bonds), etc By way of example, the habit of 
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indirect investment through the banks may be mentioned as p 
factor which tends to accentuate the deflationary possibilities oi 
the economic system The public, instead of holding securities 
directly, holds bank deposits (savings deposits or time-deposits) 
and the banks in turn hold securities, or loans backed by securities '■ 
If and when—possibly as a result of a fall in security values which 
weakens the position of the banks—the pubhc loses confidence 
in the bank deposits and desires to turn them into cash, the banks 
are forced to sell securities in order to find the money This 
precipitates a further headlong fall in security values, which of 
course raises the real rate of interest at which business can raise 
long-term capital It may be objected that, if the pubhc which 
converts its deposits into cash does not use the money to buy up 
securities as fast as the banks unload them on the market, this 
shows that it prefers holding money to holding securities at the 
current price, the effect of which—even in the absence of indirect 
investment through banks—must be to force the price of securi¬ 
ties down to the same extent This objection probably assumes 
too much “ rationahty ” on the part of investors It is likely that 
people who have bought securities at a high price will hold on to 
them when the market is low, even where they would no longer be 
wilhng to buy the same securities at the same price Moreover, the 
very fact tliat the banks hold securities may lead—as a result of the 
doubts which it engenders as to their ability to meet their obhga- 
tions and the “ runs ” which it provokes—to a contraction of 
commercial credit which will be even more deflationary than the 
effect on security prices 

Even though an active policv of credit contraction on the part 
of the commercial banks is in practice—though not of logical 
necessity—an almost invariable feature in one phase 01 another 
of every depression, it does not follow that it always contmues to 
the very end of the depression as the sole or principal deflationarv 


‘ For an indication of the importance of the movement towards 
indirect investment through the holding of bank deposits, especially in 
Central-European countries since the inflation and in the United States 
of America since the war, and for a discussion of the consequences 
involved, see Commercial Bank'; 1925-1933, League of Nations Geneva, 
1934 Cf also Ropke Crises and Cycles pages 126 and 127 
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I ictor On the contrary, the contraction of credit may persist 
after the banks have stopped pressing fur the repayment 
,,t loans, the reason being that there are other, more subtle, 
lorms of deflation than those so far discussed To these we 
now turn 

Industrial and commercial enterpn i.s tend, like 
Hoarding by the banks, during a general contraction to increase 
industrial and their liquidity that is, they endeavour to strengthen 
commercial their cash reserves and to reduce thtir debts with 
firms the banks (The liquidation of other than hank 

debts, which is not so closely connected with the 
extinction of purchasing power as the hquidation of bank debts, 
will be discussed below in connection with certain aspects of the 
liquidation of debts in general) 

There is a twofold motive behind this attempt to increase liquidity 
There is, first, the uncertainty as to the possibility of raismg funds 
when they are needed to meet habilities falling due During a 
period of contraction, especially in its initial phase, it is difficult to 
get credit from the banks or from the supphers of raw material 
and other means of production There is the danger that such 
credits may be difficult to renew In addition, one is not sure of 
being paid punctually by one’s own debtors All this makes 
increased hquidity seem advisable Secondly, there is the fact that, 
when prices fall and losses are made and further losses are expected, 
the replacement of fixed and working capital (reinvestment), as 
well as new investment which may have been contemplated before 
the situation became too bad, is postponed or suspended for 
the time being It does not pay to mvest or remvest, and, 
instead, idle balances are accumulated, or bank loans repaid even 
when the banks are no longer pressmg for lepayment (In 
extreme cases, of course, the hoarding may be effected m the 
form of bank notes or gold rather than through the accumulation 
of idle bank balances and the repayment of bank loans) 

The immediate effect is in all cases the same, whatever may be 
the motives for, and the form of, the pursuit of liquidity Demand 
for goods shrinks, prices fall, production is curtailed and the 
general situation is aggravated So the mitial achievement of 
greater liquidity creates a need for further steps to mamtain 
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liquidity, and makes things worse than they were Gradually, 
however, with the fall in prices and wages and the curtailment of 
production, funds are liberated and—it may be, not till after 
a succession of setbacks and relapses—liquidity increases all 
round 

Needless to say, the policy of the central and commercial banks 
IS a decisive factor By supplying or withholding additional 
funds, they can intensify or mitigate the consequences of private 
hoarding Both factors—vi7 , banking and monetary policy on 
the one hand and the hquidity policy of industrial and commercial 
firms on the other hand—interact in a complicated way But it 
IS nevertheless important to realise that the pohey of the latter— 
/ e , the hoardmg by private business firms—is an indepen¬ 
dent factor which may make itself felt and provoke a general 
contraction, even in a pure cash economy with no bank money 
at all 

Quite apart from bank debts, a strong deflationary 
'Liquidation effect is probably exercised, at least in the first 
of non-bank stages of the cyclical contraction, by the liquida- 
debts tion of mter-personal and inter-busmess debts 
But the connection between the liquidation of 
debt in general and the decrease in the flow of money against 
goods is more complicated and indirect than in the case of bank 
debts 

The debts of a bank to its customers (that is, its deposits) are 
normally used as money The owner treats them as cash they 
constitute purchasing power and have a velocity of circulation 
Hence the extinction of such debts through bank failures or 
through a contraction of bank credit diminishes purchasing power 
and demand for goods Other debts may, of course, perform the 
same function A bill may circulate as money , and its settlement 
has then the same effect as the liquidation of a deposit These cases, 
however, we may safely regard as quantitatively unimportant 
under our present monetary and banking arrangements (although 
economic history can show instances whei e they have been impor¬ 
tant) Usually It is in a less direct way that the hquidation of 
debts—or, if we prefer to take it from the opposite angle, credits 
—exerts its deflationary influence 
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But, even if debts (credits) other than bank debts (credits) do not 
circulate as money, they may be highly liquid assets—the degree of 
liquidity depending on the standing of the debtor and the situation 
of the market Therefore, such debts are used as liquidity 
reserves, and when during a process of general contraction 
they dimmish in quantity or lose their saleability, they can 
no longer adequately fulfil this function and must be replaced 
by money, bank deposits or central bank money The demand 
for money increases, its velocity of circulation tends to fall, 
and total demand shrinks according to the process previously 
described 

The liquidation of debts m general has, however. 
Forced sales yet another aspect, which is of great significance 
of assets When a debtor is pressed to repay a loan, he is 
to repay not always in a position to meet his obligation 
debts out of his current receipts Ordmarily, he will be 

forced to sell assets in order to raise the fund for 
the discharge of his debt He may sell securities, real estate, or 
commodities of different descriptions These forced sales must 
have a depressmg influence on the price of the assets, with deflation¬ 
ary consequences 

It is important to reahse clearly why it is that such forced sales 
and the consequent price-falls produce or mtensify deflation It 
might be argued that these transactions themselves (; e , the sales 
and purchases of such assets) absorb money, temporarily at least, 
and withdraw it from other uses Purchasing power vhich 
otherwise would have been spent for new investment or for 
consumption is now spent for old securities and other assets which 
are thrown on the market by harassed debtors In the termmology 
of Mr Keynes’ Treatise on Money, we may say that “ the financial 
circulation is stealmg money from the mdustrial circulation 
It would seem, however, that this temporary absorption of pur- 
chasmg power in the actual transference of assets is a compara¬ 
tively ummportant factor m the general scheme A much more 
important factor is the indirect influence of the fall in the prices 
of the assets in question If the price of securities falls, this is 
equivalent to a rise in the mterest rate, and this must obstruct the 
financing of new investment through the issue of securities (bonds 
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or shares) Bank loans are frequently granted on securities, and, 
jf the latter tall in price, this will certainly not promote the willing' 
ness and ability of the banks to lend If the price of real goods 
houses—falls, the production of these goods loses its 

profitability and will be curtailed 

We must not, however, forget the other side of the medal 
What does the creditor do with the money ? If he buys the 
assets which the debtor sells. It is difficult to see why their prices 
should fall at all Since, however, we are dealing with what 
happens during a general contraction, we may assume that the 
creditor will not promptly invest the money, but will keep it, at 
least temporarily, in liquid form If that happens, then of course 
the whole procedure is highly deflationary But the villains of 
the piece are in such case the hoardeis who try to accumulate 
cash by calhng m loans, and not the debtors who are forced to sell 
assets Given the decision of the creditor to hoard (in other 
words, to increase his liquidity by turning debts into cash), the 
effect is deflationary, even if the debtor is able to refrain from 
selling assets and to meet his obligations by cutting down his 
expenditure on consumption or, if he is a producer, on producers’ 
goods (investment and reinvestment) 

Before leaving the question of debts, we may pause to point 
out that the indirectly deflationary effects of default on debts are 
probably much more serious than the directly deflationary effects 
which mav follow from their payment, since defaults are bound 
to spread apprehension and to stimulate the liquidation of debts 
and the hoarding of cash 

A special variety of this case has been discussed 
Sales of by Mr Keynes and Mr Durbin '■ They assume 
securities, that somebody saves, that the demand for con- 
etc , to sumers’ goods decreases, and that the producers of 
cover losses these consumers’ goods make losses and cover them 
by selhng “ old ” securities in their possession (as 
distinguished from new issues) in exchange for the savings which 


‘ J M Keynes A Treatise on Money Vol I, pages 173 and 174 , 
Durbin The Problem of Credit Poltcv, pages 95 et seq 
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ive brought about the losses We need not pause to discuss 
I he hkehhood of this rather artificial case We may consider 
instead the more general case where losses, however b’^ought about 
are covered by the sales of assets ’ 

This case is very similar to the previous one but rather more 
general The idea is that a producer who is making losses does 
not cut down his expenditure (whether the expenditure for his 
personal consumption or his disbursements fin labour, raw 
materials, semi-finished products, etc) to a corresponding extent, 
but keeps them up by selling assets to somebody else His sales 
m such case will certainly have an mdirect deflationary influence 
(as was pomted out m connection with the previous case) by 
depressing the price of the assets in question But it is difficult 
to see how any more direct deflationary effect is produced ^ 
Money is transferred from a saver to the entrepreneur who 
ex hypothesi spends it m various ways Hence the demand for 
goods does not fall (except in so far as these transactions themselves 
absorb money temporarily) We may describe the process by 
saying that the savings of a part ot the pubhc are compensated by 
dissaving on the part of entrepreneurs Savmgs are wasted to 
cover losses The situation is one which cannot of course continue 

for long, but at any rate the procedure is not directly deflauonary ® 


‘ This was pointed out by Professor F A Hayek “ Reflections on 
the Pure Theory of Money of Mr J M Keynes ” Part II in Economica, 
February 1932, page 29 

• There may be in this respiect a slight difference between the case 
envisaged by Mr Keynes and Mr Durbin (where an increase in the rate 
of saving IS the cause of the losses) and the other case (where the losses 
have other causes) In the former case, it might be argued that the 
path which the money has to travel from the moment when it becomes 
mcome in the hands of the saver until it constitutes demand for goods is 
lengthened, inasmuch as, before people decide to save, the money is 
spent by them directly for consumers’ goods After they have decided 
to save, it goes first through the capital market buying old securities 
before it reaches the hands of the producers of consumption goods Its 
arrival at the final stage may be delayed en route-—which is equivalent 
to a hold-up m the flow of money against goods In the other case, 
where the losses are independent from the fact that somebody saves who 
has not saved before, no turnover of money is interpolated, smee the 
sums saved have in any case to pass through the capital market before 


23 
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It IS even conceivable that the direct effect is rather miationary 
than deflationary If the assets sold to cover losses are taken up 
by the banks and new deposits are created against them, or if 
somebody else is tempted to dishoard in order to buy them, the 
flow of money may be increased rather than decreased 

We are left with the conclusion that we have here no new form 
of deflation It is the losses which tend to brmg about deflation 
and not the fact that losses are covered by the sale of assets On 
the contrary, the effect may even be to mitigate the force of the 
deflation The alternative method of coping with losses—^viz , 
retrenchment of expenditure—is certamly in its immediate effect 
in a higher degree deflationary 

If the sales of securities and other assets are 
Sales of induced, not by the necessity for repaying debts 
securities, or covering losses, but by the speculative motive— 
etc ,for fear that is, by the expectation that prices will fall, or in 
of a fall in other words that the value of money will rise—we 
their price have a deflationary move pure and simple It is, 
however, important to note that what makes for 
deflation is not the demand for money for the purpose of these 
transactions, but the tendency to hoard —i e , to change less hquid 
assets into more hquid assets and to keep the latter unspent It 
does not matter much whether the seller performs the act of 
hoarding after havmg disposed of the assets at a low price or 
whether the price of the assets falls without any transaction’s 
having taken place When everybody is equally pessimistic 
about the future trend of security prices, prices will quickly fall 
all round without any securiues changmg hand at all On the 
stock exchange, this is a well-known phenomenon Prices are 
“ talked down ” on a bear market, if there is a consensus of opmion 
If there are actual transactions, that is because the consensus of 
opmion IS not complete, those who buy bemg less pessimistic 


being spent on real goods Whether they buy old securities and cover 
losses or new securities and finance new investment, they reach the 
commodity market at the same time 

It IS unlikely, however, that this difference is of much practical impor¬ 
tance 
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than liiose who sell To be sure, the degree of pessimism will 
never be uniform, but the deflationary effect m no way depends 
on there being differences of opinion and therefore actual transac¬ 
tions (If the pessimistic expectations of one part of the public 
are offset by the optimistic expectations of another part, the 
situation is of course different Our present case is, however, 
only one of differences m the degree of pessimism ) 

Sca/es of writers have tried to devise a general 

. , z' formula for the motives which lie behind the various 

“ forms of hoarding that take place during a cyclical 

depression They say that “ liquidity preferences ” in general rise ^ 
Banks, business enterprises and private individuals tend to 
increase their liquidity—that is, they wish to hold a larger part 
of their wealth in cash or in more liquid forms than before 
The attempt has sometimes been made to set up typical “ scales of 
liquidity ”—t e , to arrange the various types of assets m the 
order of their liquidity If we start from the most liqmd assets 
and proceed to less and less bquid ones, we arrive approximately 
at the following scheme gold, bank-notes, bank deposits, short¬ 
term credits, long-term credits, bonds, shares, real goods * It is, 
however, impossible to regard such a scheme as invariable The 
order will differ m different circumstances, and all kinds of anoma¬ 
lies may arise In a state of high inflation, for instance, shares 
will rank above bonds, real property above bank deposits, and 
so on ® 

It does not seem that such geneiahsations can add much to 
what IS revealed by a detailed analysis such as has been attempted 
in the previous pages 


* C/ J M Keynes The General Theory of Lmpiloyment Interest and 
Money and the various comments which this book has evoked, especially 
from Professor J Viner, “ Mr Keynes on the Causes of Unemploy¬ 
ment A Review ” ,in Quarterly Journal of Economies, Vol 51, October 
193b, pages 147-168 passim 

* Cf , e g , Professor J R Hicks " Gleichgewicht und Konjunktur ”, 
in Zeitschrift fur Nationalokonomie, Vol IV, 1933, page 441 

* C/ E F M Durbin 1 he Problem of Credit Policy (1935), page 106 



340 


Nature and Causes of the Cycle 


Part II 


§ 9 WHY DOES THE PRODUCTION OF PRODUCERS’ GOODS 
AND DURABLE GOODS FALL FASTER THAN THE PRODUCTION 
OF consumers’ GOODS AND PERISHABLE GOODS ^ 

Assuming the ratio of durable means of produc- 
The operation tion (machines) to labour and raw material (workmg 
of the capital) required for the production of a umt of 

acceleration output to be rigidly fixed (within a certain range 
principle of output) by technological considerations—an 
in the assumption which would seem to be a good approxi- 
contraction mation in the short tun—the acceleration prinaple^ 
readily explams why demand for, and consequently 
production of, durable producers’ goods and the various materials 
required for their production falls more rapidly than the demand 
for, and production of, the fimshed product 

When in the upward phase of the cycle all branches of the 
economic system are expanding and production and employment 
are increasmg in aU industries, the producers’ goods mdustries 
and especially the durable-goods industries experience a particularly 
rapid growth When the system stops expanding or even curtails 
output, people naturally stop adding to their fixed equipment. 
It IS not at all paradoxical that no new investments should be made 
when the existing equipment is insufficiently employed owing 
to the fall in the demand for the product The production of 
durable means of production is reduced to the replacement reqmred 
for the maintenance of capacity and, in many hnes of mdustry, 
virtually no replacement may be needed for some time in view 
of the fact that, during the preceding boom, the eqmpment has 
to a large extent been renewed, presumably on the most up-to-date 
lines If the depression is particularly severe and long-drawn-out, 
it IS possible that even replacement will be neglected and capacity 
allowed to shrmk 

We may put the matter in a different way. Suppose consumers’ 
demand falls to a certam level and production is curtailed so as 
to bring the output down to the level strictly required by the new 


‘ Compare ^ 5 of this chapter and Sj!) 17-24 of Chapter 3 
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(lower) level of “ consumer-taking ” (to use an expression coined 
by Professor Frisch) Then the production of those goods and 
services of which there are excessive stocks (excessive m view of 
the new level of output) will be discontinued altogether until these 
stocks have been reduced to the level required by the new level of 
output Now, as has been pointed out, durable goods—consu¬ 
mers’ goods as well as producers’ goods ^—can be conceived of as 
a stock or bundle of services available at successive points of time 
Such “ stocks ” are usually more considerable than the actual 
stocks of perishable goods * 

For these reasons, we should expect a sharper 
The posst . dechne in the production of producers’ and durable 
bility of goods than of consumers’ and perishable goods— 
postponing and that, even where the decline m consumers’ 
the expenditure is quite evenly distributed over all 
acquisition types of finished goods and services But this need 
of durable not and probably will not be the case Consumers 
goods wiU cut down expenditure for different goods to a 
varying degree, and changes in income distribution 
will lead to different reductions m demand for different types of 
fimshed output It is difficult, however, to generahse about the 

‘ Assuming some arbitrary line of separation so that, e g, axi apart¬ 
ment-house or an automobile is held to be a consumers’ good and an 
electrical power plant a producers’ good 

• There is furthermore this difference If there are large stocks of 
transient goods—say sugar or coal—^they can be “ forced ” upon the 
consumers and into consumption and thus eliminated from the market by 
price-cutting Nothing of this sort can be done with durable goods A 
machine or a house cannot be made to give up all its services in a short 
time, even if its price (or the price of its services) is reduced to zero 
Sales of machines or houses can, of course, be hastened by lowering their 
price But that does not eliminate them , they are still there, and their 
very existence restricts the demand for similar goods It is only by 
selling them and using them up for scrap that they can be eliminated 
outright But this could only happen when their price had fallen so 
low that reproduction, not to speak of adding to capacity, was out of 
the question It is, of course, another question whether a general 
reduction in prices could not revive production and investment all 
around We are, however, here concerned with another problem Why 
IS it that, given a decline in production and activity in general, the produc¬ 
tion of durable goods and producers’ goods declines more than the 
production of transient and consumers’ goods ? 
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nature of the “ marginal ” expenditure, whether of the individual 
or the community One may characterise those goods which are 
the first to be sacrificed when income shrinks as “ luxuries” But 
It IS not clear why durable means of production should enter into 
the production of luxuries to a particularly large extent This has, 
however, frequently been imphed by those who say that the pro¬ 
duction of durable goods falls more rapidly, because it is easier to 
“ do without them ”, to postpone their purchase (or the purchase 
of their services), than it is in the case of perishable goods It 
IS easier to go without a new motor-car or any car at all than to 
go without food To a certam extent, it may be true that durable 
goods and their services are at the margin of consumers’ expendi¬ 
ture and will therefore be especially severely hit by any fall m 
consumers’ outlay but this reason for the comparatively rapid 
fall in the production of durable goods would seem to be less 
important and less inherent in the nature of the case than the 
reason given previously ^ 

This description of the place and operation of 
The role of the acceleration principle in the mechamsm of 
expectations contraction must be supplemented and modified 
much as was the description of the operation of 
the principle in the expansion process ^ Strictly speaking, it is 
not actual but expected future demand for the product which 
gives rise to the demand for equipment 'Ihe present level or 

recent movement (that is, in our present case, the recently 


‘ If applied to producers’ goods, the argument is more plausible and 
does not really differ from what has been already said It is frequently 
possible within a certain range to vary the methods of production In 
particular, more or less durable, and nioie or less up-to-date, machinery 
can be used But as soon as it is durable expectations as to the future 
development of, demand for, and prices of the product become lelevant, 
and, if these expectations are pessimistic, machinery will not be installed 
or replaced, even though it may be profitable on the basis of the present 
cost and output situation—that is, assuming that the present level of 
output and prices will persist Producers will “ do without ”—that 
IS to say, they will work existing equipment be>ond the “ optimum ” 
point (optimum, of course, only from the longer-run point of view) 
It IS obviously m most cases impossible to vary in this way the require¬ 
ments for working capital, nor is there the same motive for doing so 
* Cf above, § 5 of this chapter 
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experienced fall) of demand (and jot prices) may be extrapolated 
in different ways into the future We may arrange a whole scale 
of possible expectations, ranging from the more “ optimistic ” 
down to more and more “ pessimistic ” varieties It may be 
assumed that the recent fall in demand is only temporary and will 
be followed by a rise, or that the new low level will persist or that 
the downward movement will continue at the same, or at an 
accelerated, rate If we say, for instance, that a gloomy outlook 
is bound to be created by a prolonged contraction, what we mean 
IS that people become more and more inclined to expect that a fall 
m demand which they have experienced m the recent past will 
continue (at the same or at an accelerated rate) ^ 

Thus, logically speakmg, the door is open tor all kinds of 
reactions, and it is only a question of fact which one is the most 
frequent and typical The supposition which underlies the rigid 
application of the acceleration principle is that the present level 
of demand is assumed to rule in the future also Now, it is very 
doubtful whether it is possible to generalise as to the exact behaviour 
of producers in this respect Fortunately for the broad result, 
however, it is sufficient to indicate a certain range of expecta¬ 
tions as probable and to eliminate others as highly unlikely 
Obviously, the cumulative process of contraction will go on—not 
necessarily indefinitely, but for a while—if the low level of demand 
reached at any point of time during the downswing is expected to 
persist, or if more pessimistic expectations prevail, the more 
optimistic ones being regarded as on the whole unlikely ^ This 

* Professor J R Hicks has tried to systematise the various possible 
reactions He introduced the concept “elasticity of expectations” which 
he defines “as the ratio of the proportional rise in expected future prices 

to the proportional rise in (the) current price ” thus the 
elasticity of expectations is unity, if a change in current prices will change 
expected prices in the same direction and proportion (C/ Value and 
Capital, Oxford, 1939, page 205 ) He also expresses the cumulative 
nature of processes of change in terms of elasticities of expectations As 
was also shown at various points earlier 111 this chapter, changes give rise 
to cumulative processes, if expectations move in the same direction as 
the current price—that is to say, if the elasticity of expectation is at least 
unity (C/ Hicks, loc cit , pages 251-252) 

• Tt IS sufficient if this is the case in the majority of industries Occa¬ 
sional exceptions would not alter the result 
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would seem to be a fairly plausible assumption and perhaps it 
may even be somewhat relaxed without any fundamental change 
in the result 

The result is the cumulative process of contraction through the 
mteraction of consumers’ and producers’ spendmg, through 
the operation of the acceleration principle and the dependence of 
consumers’ purchasing power on gross investment (production of 
producers’ goods) ^ Expenditure on consumers’ goods falls off 
This m turn reacts violently on the production of producers’ 
goods (acceleration principle) Demand for mvestible funds 
shrmks MV is reduced m one way or the other as described 
m § 8 above Income and expenditure on consumption are further 
curtailed, and so on ® 


* This description of the depiendence of consumers’ purchasing power, 
and through it of the activity in consumption industries, on mvestment 
IS analytically somewhat difierent from the use of the " Multiplier ” 
concept by Kahn, Ke)mes and Harrod But, substantially, the same 
thing IS referred to m both cases, and it can be said that the idea of the 
multiplier is more or less explicitly implied m any description of the 
” Wicksellian process ” 

• How long this process will last before it is finally brought to an end 
will be discussed below in Chapter ii, section B 
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CHAPTER II 

THE TURNING-POINTS CRISIS AND REVIVAL 


§ I INTRODUCTION 

In the preceding sections, we have discussed the 
The problem reasons why out economic system is subject to 
cumulative processes of expansion and contraction. 
We have shown why, once started, such processes are cumulative 
and self-remforcing The question now arises how they can be 
started, how they actually or usually are started, and how they can 
be, and usually or actually are, brought to an end 

The problem falls into two parts. 

A How can an expansion be, and how is it m the normal 
course of events, brought to an end ? Why does it not go on 
mdefimtely ? Why does it not lead up to a position of stable 
eqmhbrium instead of bemg always followed by a more or less 
severe contraction ? The problem is closely connected—it is 
mdeed almost identical—with the problem of how a contraction 
process is started. We therefore call it the problem of the upper 
turmng-point or crisis ^ 

B. How can a contraction be termmated, and how is it usually 
reversed ^ The problem is identical with that of the mitiatmg 
causes of the expansion We call it therefore the problem of the 
lower tummg-pomt or revival 


‘ See remarks on pages 257 and 258 
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In both cases, we can distinguish between two 
''Acadental” types of disrupting or mitigating forces— V12, 
and “ organic ” those which arise quite independently of the process 
restraining of expansion or contraction which they interrupt 
forces and those which are usually or necessarily brought 
about by the process of expansion or contraction 
Itself In other words, an expansion or contraction may be 
mterrupted on the one hand by an accident such as changes in 
the harvest due to weather conditions, mfluences from abroad 
(other than such as are induced by the contraction or expansion 
Itself), spontaneous shifts in demand, etc, or it may on the other 
hand itself give rise to maladjustments m the economic system 
(counter-forces) which tend to check and reverse the very process 
(/ e , the expansion or contraction) by which they were brought 
about These maladjustments or counter-forces may be very 
various they may be of a monetary or non-monetary character 
they may be treated as the inevitable consequence of any expansion 
or contraction, or as dependent on circumstances not necessarily 
to be found in every expansion and contraction 

Most cycle theorists have tried to prove that the second type 
of restraining forces is all-important Indeed, they usually accept 
the existence of such forces as a dogma, at least so far as the 
expansion is concerned If this can be definitely established, the 
cyclical movement is m a higher degree an essential attribute of 
our present economic system^ than m the first case We shall mves- 
tigate both possibilities For, even if the second hypothesis can 
be proved to be correct—if, that is to say, a process of expansion 
or contraction cannot go on for ever because it generates forces 
which will counteract and ultimately reverse it—it is none the 
less important to show that it may be brought to an end by certain 
accidental factors, before those forces come into operation An 
analogy will make this clear It is true that every man must die 


‘ The term “cycle” carries with it the suggestion that it is a coherent 
whole in the sense that one phase necessarily grows out of the other 
We have used the term in the less ambitious meaning of a mere alternation 
of prosperity and depression, leaving it open whether one phase is the 
inevitable outcome of the preceding one, or whether the connection 
between the successive phases has to be conceived as less rigid 
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sooner or later of old age but it is none the less true—and deserv¬ 
ing of attention—that many die earlier because they catch an 
infection or are victims of an accident 

The importance of this consideration lies in the fact that (as has 
already been indicated and will be shown m detail) an expansion 
becomes more sensitive to accidental disturbances, af^er it has 
reached a certain stage, and similarly a contraction can be more 
easily stopped and reversed by some stimulating factor, after it 
has progressed for some time Therefore, even if we were not 
m a position to prove rigorously that expansion generates contrac¬ 
tion and contraction generates expansion, a fairly regular succession 
of periods of prosperity and depression, of expansion and contrac¬ 
tion, might be explained by accidental shocks distributed in a 
random fashion over time 


A The Down-turn Crisis 

§ 2 THE MtTHOD OF PROCFDURE 

It has already been pointed out, by way of illus- 
Three stages tration, that a deliberate policy of deflation, pursued 
of the for whatever reason by the monetary authorities, 
argument or the interruption of an ambitious construction 
scheme may start a process of contraction We 
shall now consider how this works out in detail and what other 
events or factors must be held in mind As a first step (§ 3), 
we shall suppose that such disturbances occur, and enquire how 
they exert their depressing influence and, m particular, how an 
expansion may be mterrupted and a general contraction be started 
by a factor which directly affects only a more or less restricted part 
of the economic system At first we assume such disturbances 
to occur independently of the cycle That is to say, they may 
arise m any phase of the cycle, during the contraction phase )ust as 
well as during the expansion If they occur when a general 
contraction is going on, the contraction will be intensified If 
they occur durmg a general expansion, the expansion may be 
slowed down or, if the shock is violent enough, cut short 
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As a second step (§ 4), we shall show why the system becomes 
more and more sensitive to disturbances after the expansion has 
progressed for a while, so that such disturbances are hkely to 
have much more serious consequences if they arise in the later 
phase of the upswing than m its earher part 

The third step (§5) consists m discussing those unfavourable 
mfluences or maladjustments which are hkely to arise durmg the 
course of the upswing, or which are inevitably brought about 
by the expansion ’ 


§ 3 THE PROXIMATE CAUSES OF CONTRACTION 


An outright and deliberate contraction of the 
Contraction circulating medium may be the proximate cause of 
in aggregate the down-tarn Then we have at once a decrease in 
demand the total demand for goods, and it is comparatively 
versus sectional easy, as has been shown m the preceding sections, to 
disturbances explain the further development of the contraction 
It is much more difficult, however, to explain how 
a disturbance which does not in itself consist of a decrease m 
aggregate demand and which affects directly only a part of the 
economic system—as, for example, a particular branch of industry— 
can lead to a declme in aggregate demand rather than to a mere 
shift m demand from one commodity or group of commodities to 


• In the literature on the subject, the group of problems listed under 
the third head have attracted most attention, and the first two categories 
have been somewhat neglected The first step in our scheme is, however, 
an indispensable preliminary to the third Even if we are able to demon¬ 
strate that the expansion process creates maladjustments m the structure 
of production, it remains to show how difficulties which affect a part of 
the mdustnal system are generalised and spread over the whole economy 
so that a piartial breakdown brmgs about a general contraction The 
problem is the same, whether the maladjustment has arisen independently 
or been brought about by the expansion itself (There may, however, 
be a quantitative difference to the extent that maladjustments due to the 
expansion may be assumed to be especially serious ) 

Until all the three groups of problems and possibilities distmguished 
in the text are clearly recognised and analysed, we cannot hope to build 
up a theoretical structure which will do justice to the mamfold complexities 
we meet with m real life 
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another If we have explained how it brings about a decrease in 
aggregate demand, then we may rely for the further explanation 
on the cumulative forces of contraction as analysed in the preceding 
section 

We start by discussing the simpler cases where we have from the 
very beginnmg a decrease m the aggregate demand for goods due 
to a decrease in the supply of investible funds 

If a Government decides to deflate (that is, to 
Deflation by retain a part of its revenue from taxation or other 
Governments sources), the situation is quite clear, but this occurs 
or hanks only in very exceptional circumstances A case 
of greater practical importance is that of a restrictive 
credit policy undertaken by the central bank of a country It is 
not difficult to find examples m financial history The motive is 
usually to stop an mternal dram on reserves or to restore external 
eqmhbrium The latter may be threatened by a great variety of 
causes Prices m general may be too high in respect to prices 
abroad, because of an expansion at home or a devaluation or 
deflation abroad A flight of capital or a cessation m the mflow of 
capital may have occurred The loss of foreign markets due to a 
rise in tariff's or to some other reason {eg, the rise of a foreign 
competitor) may have rendered the international balance of 
payments unfavourable A bad harvest m an important crop may 
reduce exports or necessitate increased imports 

Without bemg forced either by the external situation or an 
internal dram on its cash resources, the central bank may contract 
credit because it fears the consequences of a prolonged expansion, 
no matter whether these apprehensions are justified or not 

The commeraal banks may contract credit for similar reasons 
on their own initiative without bemg forced or warned by the 
central bank 

The catalogue of possible cases might be lengthened Each of 
the cases mentioned might be analysed m greater detail and mmor 
variations might be distinguished But, at this stage, it may 
be sufficient to say what is true of all cases equally—namely, that a 
tightemng of the supply of funds by the monetary authorities 
has a depressing mfluence and is capable, if strong enough, of 
mterruptmg an expansion and of ushermg m a contraction 
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This explanation will frequently be adequate to explain why a 
process of expansion has been slowed down or turned into a 
contraction in a particular country at a particular point of time 
It is not, however, a suffiaent answer in all cases—other interrupting 
forces will be discussed presently—and, even if in a particular 
case a restriction of the money supply can be shown to have 
brought an expansion to an end, it does not follow that the expan¬ 
sion could have continued very long had the restrictive measures 
not been taken This point will be discussed in § 5 

All these cases turn on a tightening of the supply of funds 
The proximate cause of the contraction is a decrease in the supply 
of funds, while, in the cases to be analysed next, the demand for 
mvestible funds falls and ushers in a cumulative process of contrac¬ 
tion (As soon as this process has once got under way, contraction 
of demand and of supply interact and reinforce one another in a 
cumulative fashion as already shown) 

We have now to discuss whether a disturbance 
Consequences occurring in a oarticular branch of industry can give 
of a partial rise to a general contraction and, if so, how Sup- 
breakdown pose that, in an individual industry (say motor-car 
production), a number of firms are forced to curtail 
output or to cease operating altogether 

The causes and attendant arcumstances of such a partial 
breakdown of an industry may be very different in different cases, 
so that It IS impossible, without a number of specific assumptions, 
to say anything defimte as to its probable consequences The 
causes of the breakdown may be such as to exercise stimulating 
influences in some other direction in addition to the immediate 
depressing influences to which they give rise, so that the two 
tendencies may conceivably cancel out This would be the case, 
e gyii the breakdown was caused by an unexpected shift in demand 
Then we might have an increase in demand for commodity A and 
a decrease in demand for B That which depresses mdustry B 
stimulates industry A Even in this case it does not necessarily 
follow that the two mfluences offset one another in so far as the 
effect on total demand is concerned ^ Moreover, in other cases 


* See Chapter 3, § 24, above 
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arising from different causes, there is no such mstantaneous and 
automatic increase in demand at all, as we shall see presently 

We shall discuss first the probable influences on total demand 
of such a partial breakdown under different circumstances irrespec¬ 
tive of automatic counter-influences set up by the cause which 
brought about the breakdown Afterwards we shall enquire 
about the latter 

A reduction in the level of output of a particular industry will 
reduce the earmngs of the factors employed the wage-bill will 
diminish and this will cause some decrease in the demand for 
wage goods If sales go on for a while in the process of hquidating 
stocks, the proceeds may be used for repaying bank loans and 
other debts mstead of bemg reinvested in the purchase of labour, 
materials, etc—and this will have a deflationary effect 

We have furthermore to consider the repercussions on the 
subsidiary mdustries The magmtude of these repercussions will 
depend on a number of circumstances It wiU be greater if 
the reduction in output occurs unexpectedly than if it has been 
foreseen If the industry m question has been expanding for 
some time and a further expansion has been anticipated, a corre- 
spondmg expansion m the subsidiary industry may come to a 
sudden end and the repercussions may be very serious The 
conditions may vary in detail, mternational complications may 
come into the picture —eg , the industries furnishing raw materials 
and other means of production may be located in another country 
than the industries usmg them—and thus many cases with 
quantitatively different reactions and repercussions are conceivable 
In any case, however, there is a clear tendency towards a reduction 
m the flow of money, a fall m total demand 

This tendency will be mtensified if the firms involved happen 
to be heavily mdebted to the banks If a bank gets into difficulties 
and proceeds to contract credit, we have a clear deflationary 
move . we may refer to what has been said on earher pages for 
an explanation of the consequences But, even if no bank is so 
seriously mvolved that it is forced to liquidate credit, difficulties 
of an important mdustry or of particular big firms may be taken 
as a warning signal for caution and may make the banks more 
reluctant to grant or renew loans 
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So much for the consequences of such a partial 
Possible breakdown irrespective of the causes by which it 
counter- was brought about Now we turn to the latter 

tendencies and consider whether they are hkely to set up 

stimulatmg counter-tendenaes 

The curtailment in output of a particular industry may be due 
either to a decrease m demand or to an increase m cost If a 
decrease m demand is the consequence of a deflationary move, we 
obviously cannot expect to find an offsetting mcrease m demand 
elsewhere There is then no opposing force to the deflationary 
mfluences spreading from the breakdown m the mdustry concerned. 
But this case is ruled out in the present instance, because what we 
are seekmg to explam is how a reduction in the total flow of 
purchasmg power can be brought about by a disturbance which 
neither m itself involves nor results from such a reduction If 
contraction is already under way, it is (as we have seen) 
comparatively easy to explam how it develops further 
If a decrease m demand for commodity A is due to a shift m 
demand to commodity B, then we have a decrease and an mcrease 
at the same time, and it depends on a number of circumstances 
which have been discussed in connection with the acceleration 
prmciple of derived demand^ whether on balance it works out as 
an mcrease or decrease m total demand In the absence of further 
mdications, we may classify this case as neutral 

Suppose, however, that a fall m production has been brought 
about by the producers’ being disappomted m their expectations 
about demand Production has been begun or expanded in antia- 
pation of a certam mcrease m demand If this demand is not 
forthcommg, or if the expectations are revised m a downward 
direction, a resultmg fall m production will not—except by 
chance—be offset m its influence on the flow of money by a 
simultaneous mcrease m demand somewhere else This would 
seem to be a very important case it will be specially apt to arise 
durmg the upswing of the cycle, when production is bemg carried 
m various directions mto unknown territory 


* bee Chapter 24, above 
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It may be argued that a decrease of investment 
Delayed in a number of branches of industry will hberate 
reaction of investment funds, reduce the rate of interest, and 
investment thus provide an incentive to invest the funds some¬ 
where else But this is unlikely to happen all at once 
Even in the most favourable case, where no business failures result 
from the cessation of mvestment and no banks are affected so that 
no special mducement to hoard is produced, there wiU usually be a 
delay between the new funds’ becoming available and their use for 
new investment Investment plans are not always prepared in 
advance, so that they can be put into operation at short notice 
when the situation changes They must be planned, and, even 
when they are planned, a certam amount of preparatory work is 
usually required before orders are given and the money is actually 
spent Therefore, a temporary hold-up m the flow of money is 
an eminently probable contingency 

The same is true where a shift in demand is such that the increase 
IS to the advantage of foreign goods, while the decrease is to the 
disadvantage of home industries 

We turn now to the case where the curtailment 
Kise in cost of output is due to an increase in cost items If the 
as cause capital cost, that is the rate of interest, rises because 
of a partial the banks are forced to restrict credit or because 
breakdown capital goes abroad, the situation is clear Here 
the rise in cost is the modus operandi of a contraction 
in the supply of funds and the reduction in output caused thereby 
will intensify the contraction There are, in this case, no automatic 
and instantaneous offsets provided by the crircumstance (viz , 
the rise in cost) which is responsible for the reduction in output. 

Nor, again, is there any direct offset in the important case where 
the increase in cost is due to public intervention or to the monopo- 
hstic action of the owners or producers of one of the means of 
production Suppose that wages are bemg raised by trade-union 
action or by Government decree and that this rise in cost leads 
to a reduction m output In this case, no offset is provided agamst 
the deflationary mfluences set up by the reduction m output 
The same will usually be true where the price of a raw material or 
semi-fimshed good is raised by the producers’ monopolistic action 


24 
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A somewhat different situation arises where the rise in cost of 
industry A is due to mcreased competition for the means of 
production by other mdustries Then a compensatory change is 
provided in the shape of the increased production of the other 
mdustries 

This discussion leaves us with the conclusion 
Conclusion that a breakdown m an individual mdustry may 
very weU cause at least a temporary fall m total 
demand below the level at which it would otherwise stand. 
Whether this will start a cumulative process of contraction or not 
depends, first, on the magnitude of the disturbance and secondly 
on the general situation If a general expansion is going on which 
has not yet exhausted its force, such a disturbance may be overcome, 
provided it is not too strong If, however, the expansion has 
already lost its ilan, the economic system will be vulnerable and 
may easily be plunged into a process of general contraction This 
pomt we propose to consider in the following section 

A word may be said as to the relation of this 
Static theory analysis of the probable consequences of partial 
and the disturbances to the familiar analysis of the same 
cumulative events on the basis of static equilibrium theory 
process Accordmg to the latter, a reduction of output and 
employment m a particular industry liberates 
forces which tend to restore equilibrium wages should fall, and 
this should make for re-employment of the dismissed workers Of 
course, wages may be kept up and the mobihty of the workers may 
be defective—in which case unemployment may persist for a long 
time. But this need not cause a general contraction On the 
other hand, if the process of mvestment in a particular mdustry is 
interrupted or scaled down, because expectations about the future 
demand have been revised m a downward direction (for any reason 
whatever), funds which otherwise would have been mvested m the 
mdustry m question are set free the rate of mterest should fall, 
and this should mduce mvestment somewhere else 

The tacit assumption underlymg this reasoning, m so far as it 
applies to a monetary economy at all, is that the total flow of 
money, MV, is not reduced—so that on this assumption it is 
impossible to explain why such a partial disturbance should lead to 
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a general contraction Our analysis has shown that the static 
theory is inadequate It describes (as it were) an ideal case which 
may occur, but only under particular favourable circumstances 
In the probable event of a hold-up—even a temporary hold-up—in 
the total stream of purchasmg power, the forces of contraction may 
drive the economy farther away from equihbrium, and the equili- 
bratmg tendencies may not have time to come into play or, if they 
do come into play, may not be strong enough to res tore equihbrium, 
since the disturbance of the latter will have been still further 
mcreased m the meantime What is treated m the static theory 
as an mstantaneous adjustment may be a long-drawn-out and 
painful process of contraction It may occupy the whole period 
of the downswmg of a business cycle, during which the whole 
situation may undergo far-reaching changes, so that the equilibrium 
eventually attamed will in all probability differ considerably from 
the equilibrium which m more favourable circumstances might 
have been reached, if not at once, at any rate soon after the occur¬ 
rence of the disturbance 

§ 4 WHY THE ECONOMIC SYSTEM BECOMES LESS AND LESS 
CAPABLE OF WITHSTANDING DEFLATIONARY SHOCKS AFTER 
AN EXPANSION HAS PROGRESSED BEYOND A CERTAIN POINT 

We have seen that an expansion is in its first 
Whj the phase of a somewhat precarious nature, so that it is 
expansion hable to be reversed by an accidental disturbance 
tails off If It has a chance to develop undisturbed for a while. 

It IS hkely to gather momentum and then becomes, 
to a certam extent, immune agamst disturbances, such as those 
analysed in the precedmg section, which tend to reduce total 
demand and bring about a general contracuon This immunity is 
the result of the fact that total demand is increasmg so fast that 
an adverse influence, which in other circumstances would have 
initiated a contraction process, does not lead to an absolute fall of 
total demand, but only to a slowmg-down of the upward movement 
Expectations are not yet excessively optimistic and are agam and 
again surpassed by results. We must now enquire why the 
movement should necessarily slow down after a while and 
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eventually come to a standstill, so that there is a growing danger 
that a contraction process may be started by some chance distur¬ 
bance, such as is at any time liable to occur 

The two most essential conditions for the smooth 
Inelasticity progress of an expansion are, broadly speaking, 
of money an elastic supply of money and an elastic supply of 
supply means of production Both conditions are essential. 

If either is lacking, the situation becomes precarious 
Suppose that the money supply is inelastic in the upward direction 
(with or without full employment of the means of production— 
that IS to say, with or without perfect inelasticity of the supply of 
means of production) By an inelastic money supply we mean 
in this connection that an increase in the demand for investible 
funds evokes no further increase—or only a small increase—in 
the total supply of money (/1?, of MV, which is another expression 
for the aggregate demand for goods) and exhausts its effect mstead 
m a rise in the rates of interest It must not be assumed, however, 
that the supply of money is equally melastic m a downward direction 
•—that IS, that a decrease in demand will produce at once a sharp 
fall m the rate of interest so as to stabilise MV If, in such a 
situation, a partial disturbance arises of the sort analysed m the 
preceding section, tending to produce a hold-up in the stream of 
money, we get an absolute decrease m MV (not only a decrease 
m the rate of increase), which may easily engender a general 
contraction 

In a general way, it is evident—we shall come back to this pomt 
—that, under almost any monetary orgamsation with which we 
are acquamted, a continuous expansion will in practice lead sooner 
or later to a growmg inelasticity in the money supply The 
potentiahties of monetary expansion which were stored up during 
the preceding depression are gradually exhausted—not to speak 
of restrictive counter-tendencies, to which we shall refer in the 
next section 


Inelasticity 
of supply of 
means of 
production 


Let us turn now to the other requisite for a 
smooth development of the expansion—viz, a 
fairly elastic supply of means of production Here, 
again, it is the elasticity m an upward direction— 
capacity for extension—which is m question The 
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supply of labour, at least, is presumed to remain extremely elastic 
m a downward direction that is to say, a fall in demand does 
not lead to a heavy fall in wages in such a way as to stabilise 
employment Elasticity of supply in the downward direction, 
coupled with inelasticity in the upward direction, is equivalent 
to a downward rigidity and an upward flexibility in wages 
It IS of the very essence of the expansion that it leads to 
fuller employment and that the supply of the means of production 
becomes less and less elastic in the upward direction An increase 
m demand leads rather to a rise in wages than to an increase in 
supply and employment Unfortunately, this lack of elasticity in 
the labour supply, which is a desirable thmg in so far as it is due to 
mcreasing employment and to the exhaustion of the reserve of 
unemployed, has (as will be explained presently) the same effect 
as an inelastic money supply in that it makes the economic system 
less resistant to the impact of deflationary forces The situation is 
the more serious in that—unlike an inelastic money supply—it 
carmot be remedied by purely institutional (i e , monetary) reforms 

Take first an extreme case Suppose there is full employment of 
all factors of production The money stream, MV^ must then 
remain constant in face of the forces making for expansion—except 
to the extent to which the natural increase in the supply of factors 
(population growth) and in their efficiency (technological progress) 
permits of an increase in output—or else prices must rise and an 
outright inflation develop If the latter happens, it is easy to see 
why the position is untenable, why the rise in prices will become 
progressive and will lead sooner or later to a breakdown ^ If, on 
the other hand, MV is kept constant, m spite of the rise in the 
demand for funds, equilibrium may be preserved, but (as has been 
explained above) the system is then very sensitive to deflationary 
shocks and may easily be plunged by some accident mto a spiral of 
contraction 

These considerations make it clear that, under full employment, 
a given deflationary shock is more likely to entail a general 

‘ This statement might, perhaps, be somewhat modified a slow rise 
m prices may perhaps be maintained for a long time without degenerating 
into a headlong inflation This qualification does not, however substan¬ 
tially affect the argument 
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contraction than if the supply of labour and other factors 
of production is elastic In addition, it can be demonstrated 
that certam events which necessitate a shift in production will 
cause more serious disturbances, and are therefore more hkely 
to produce a deflationary shock, under conditions of full 
employment than when the aggregate supply of factors of produc¬ 
tion, and therefore the supply of finished goods in general, is 
capable of expansion 

Suppose, for example, there is a shift m demand 
Shift The demand for commodity A increases and that 
tn demand for decreases An increase in the production 
n>ith rigid of A must, under full employment, have an unfavour- 
factor supply able effect on the cost of production in other 
industries Since the factors are not perfectly mobile 
and interchangeable, we cannot assume (except in very special 
arcumstances) that this pressure on other industries is at once 
reheved by the hberation of factors of production in industry J3 
This case can be generalised Anything that necessitates an 
mcrease of production in one industry will affect other mdustries 
adversely by laismg their cost of production Under full 
employment, one industry can expand production only at the 
expense of a contraction of output m other industries, whereas, under 
conditions of elastic supply of means of production in general, 
any one industry can to a certain extent expand production 
without raising costs to other Industrie, simply by drawmg on 
the existing reserves of unemployed labour and idle resources 

We have so far contrasted the two extremes—• 
Sectional full employment on the one hand and perfectly 
inelasticity of elastic supply of all factors (and therefore with a 
supply of certam time-lag of finished goods) on the other 
labour hand. What we find m reality is, of course, always 
an mtermediate state Even at the bottom of a severe 

depression, the supply of factors and of fimshed goods is not 
perfectly elastic, while at the height of the boom there is never 
absolutely fuU employment Technologically speakmg, there is 
almost always scope for increasing total production to a certam 
extent by drawing into employment hitherto unemployed factors, 
provided we assume sufficient mobility of the means of production. 
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But this does not by any means mvahdate the argument, smce it is 
sufficient to assume that, durmg the course of the upswing, the 
supply becomes less and less elastic, even if it does not start from 
the one extreme oi ever fully attam the other 

This leads to a very important conclusion The sensitiveness 
of the economic system to deflationary shocks will become great 
long before completely fuU employment has been reached The 
reason is that the existence of a level of unemployment which 
might at first sight appear relatively high can by no means be 
taken as a safe mdication of great elasticity of the supply of factors 
of production or of output in general In other words, the mere 
fact that there is still much unemployment does not justify the 
conclusion that an increase in the total demand for goods in terms 
of money will elicit an increase in output and employment 
almost proportional to the increase m demand coupled with a 
comparatively slight rise of prices in general ^ 

The unemployed workers of a country as 
The appearance registered by the statistics at any particular moment 
of “ bottle- are not a homogeneous reserve army from which 
necks ” each industry can draw the men needed with the 
required qualities at the prevailing wage rates 
The total of unemployed is made up of unemployables, men of 
mferior quahty, unskilled and skilled workers Many of them, 
especially of the last group, are specialised for a certain type of 
work, and all of them are attached to a certain locality and cannot 
be easily moved to another part of the country The existence of 
a large total does not m the least preclude the possibility of a 
shortage of labour m many special fields When employment 
expands, there is naturally a tendency to re-employ first the better 
men, and the farther the expansion progresses, the greater the 
obstacle to general advance represented by the scarcity m 
particular lines. The same holds true, mutatis mutandts, for other 
means of production “ Bottle-necks ” develop m the structure 
of industry at various points, with the result that, if monetary 


* On these and the following considerations, compare L M Lachmann, 
Investment and Cost of Production ” in American Economic Review, 
Vol 48, September 1938, pages 469-481 passim 
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expansion continues and total demand increases, it is to an mcreas- 
mg extent prices rather than output or employment which rise 

In such a situation, it is clearly misleading to speak of elasticity 
of supply or output as a whole, or of elasticity of labour or factors 
of production in general, and to measure it by the total figures of 
unemployment or by some average over the whole industry of 
the technically possible increase of output The elasticity of 
supply IS not uniform it depends very much on the path which 
expansion tends to follow In other words, it depends on the 
increase in total demand and the distribution of the given inciease 
in demand among the various products If, in the course of the 
expansion, demand increases for the product of those industries 
where a large part of unemployment and over-capacity is concen¬ 
trated, the elasticity of supply and employment will be greater than 
in the case when demand tends to flow into channels where there 
are no unemployed factors In the latter case, a given increase in 
demand will lead to a rise in cost and prices, and the favoured 
industries may draw away factors of production from those 
industries where demand has not risen * It follows that it is quite 

‘ A striking illustration is provided by the situation in Germany during 
the years 1933-1935, which is described in Die Wirischaftskuwe, herausge- 
geben unter Mitwirkung der Frankfurter 7 eitung (Heft III 1933/36, 
February 1936, pages 237-239) in a passage which may be summarised as 
follows 

Credit expansion in the form of notes and deposits took place in 
Germany in the years 1933 and 1934, though it was in part offset by the 
continuance of hoarding and debt repayment At the time, however, 
the economy was just recovering from a deep depression and raw 
materials, plant capacity and labour were available in abundance 
Owing to the elasticity of supply in all branches of industrial production, 
the additional purchasing power was fully compensated by a rise in produc¬ 
tion with scarcely any rise in prices 

In 1935, on the other hand, owing to the rapid recovery—and, in part 
also, to the foreign trade difficulties—shortage of raw materials developed 
in certain directions stocks diminished and here and there plant 
capacity was exhausted, and even the labour supply ran short The 
elasticity of supply having thus declined, expansion became possible 
only at increasing cost, and, the writer considers, the limits of compen¬ 
satory credit expansion were reached 

It IS true that the industries producing for consumption hung behind 
the investment-goods industries to a greater degree than in any previous 
upswings and it was only in the latter that there was any evidence of 
approaching exhaustion of the forces of expansion Conceivably, the 
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wrong to think that there is no danger of a rapid rise in prices 
from an expansion so long as there is considerable unemployment 
We may sum up the findings of this section as 
Conclusion follows During the course of an expansion which 
has started from the depth of a depression, the 
economic system becomes the more vulnerable the nearer full 
employment is approached That is to say, on the one hand the 
system becomes more sensitive to deflationary shocks, and on the 
other hand the deflationary possibilities of certam changes become 
accentuated 

§ 5 DISTURBANCtS CREATED BY THE PROCESS 
OF EXPANSION ITSELF 

Having now shown that, with the progress of 
Organic expansion, the economic system becomes more and 
maladjustment, more sensitive to deflationary shocks, and that 
certam changes m demand and production which 
may occur at any time become more and more hable to produce 
on balance a deflationary rather than an mflationary effect, we 
proceed to enquire mto the likehhood of the expansion itself (or 
certam more or less regular features of the expansion process) 
giving rise to serious malad|ustments m the body economic 
which operate as starters and mtensifymg factors of a cumulative 
process of contraction The analysis of existmg theories of the 
cycle has furnished a number of hypotheses Few of these seem 
to be definitely wrong or a priori impossible. What is unsatis¬ 
factory, however, is the exclusiveness with which many writers 
proclaim one or other of these hypotheses as the only possible 
solution Our task therefore will consist in setting out in a 

expansion might have been directed to the consumption industries but 
for the programme of rearmament, under which Government orders 
continued to be concentrated on investment-goods industries In spite 
of the possibilities of expansion m the direction of the consumption 
mdustries, a continuance of the policy of financing orders for the invest¬ 
ment industries by credit expansion would have meant (the writer argues) 
a transition from compensatory to inflationary credit expansion , and it 
was for this reason that increased resort was had to taxation and to the 
savings of the public for the purposes in question 
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logical order the various possibilities and determining their mutual 
relationship 

We may distinguish two groups of disturbances 
Monetary which may possibly be created by the expansion 
versus itself or, to speak more precisely, may be expected 

non-monetary to arise in the economic system m the course of an 
dtsturbances expansion, (i) There may be a mechanism which 
works in such a way that a monetary expansion is 
after a while turned into a contraction without the latter bemg 
mduced by previous loss, or the expectation of loss, in any particular 
industry In other words, there may be no difficulty in any particular 
mdustry cost may everywhere be covered by actual and expected 
sellmg price, but there comes a hitch m the flow of money, the 
total demand for goods falls off, and this gives rise to a cumulative 
process of contraction (2) The other and (as we shall see) much 
more promising hypothesis is that, as a result of the maladjustments 
in the structure of production which are regarded as mevitable m 
any expansion, some particukr industry or group of industries is 
forced to curtail output and employment, and thereby start a 
general contraction m the manner described in § 5 of this chapter. 

The first hypothesis may be called a purely monetary explanation 
of the down-turn, while the second has a non-monetary character 
But It IS not intended to attach special importance to this 
termmology 

We begin by discussmg the first hypothesis 
The purely Under any monetary arrangement which implies a 
monetary limitation of the quantity of legal tender money, 

explanation such as the gold standard, there is an upper limit 
of the (gradually approached durmg the upswmg) to the 
down-turn expansion of MV This, as we have seen, explams 
the fact that the economic system becomes more 
and more sensitive to deflationary shocks It does not, however, 
explain why, in the absence of such shocks, an expansion of MV 
should immediately be followed by a contraction rather than by 
a period of stabihty m MV 

Mr Hawtrey (as was shown in the first part of this book) has 
endeavoured to estabhsh the existence of a monetary mechamsm 
m which the mere cessation of credit expansion leads to a subsequent 
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contraction. His theory is based on the lag of cash reserves 
in the banks behind the expansion of credit The dram of cash 
contmues after the expansion of credit has come to an end. The 
banks watch only the present position of their cash reserves and 
do not foresee that these will shrink for a while after credit has 
ceased to expand So they are led to expand too long, and later 
they are forced to contract in order to mamtain their reserve 
proporuons 

The theory is not very convmcing It imphes that all that is 
required to forestall the contraction is for the central bank to 
furmsh the commercial banks with the necessaiy cash to reheve 
them of the necessity for contracting credit The discussion of 
our second hypothesis and of the different cases which it covers 
will show that this imphcation is hardly acceptable Moreover, it 
IS difficult to believe that the banks would not learn from experi¬ 
ence, and would repeatedly make the same mistake of under¬ 
estimating the drain of cash consequent on a given expansion of 
credit The followmg discussion, by showmg that the situation 
at the end of the boom is much too involved to be put straight 
simply by preventing a contraction in the money supply, will 
afford an effective criticism of this particular explanation of the 
down-turn 

Besides the reason given by Mr Hawtrey, is there any other 
reason why a hitch in the flow of money should regularly occur in 
the absence of difficulties in any particular hne of production ^ 
It is easy to conceive of all kinds of chance disturbances of a purely 
monetary or mstitutional character, arising at home or abroad, 
which might be capable of inducing hoardmg on the part of 
somebody But it is difficult to see why this should be a necessary 
or probable result of an expansion, provided that it is not the 
consequence of a disturbance in the productive process The 
rise m interest rates which we almost invariably observe durmg 
the upswmg as a result of a rise in the demand for investible funds 
provides an incentive agamst hoarding (High mterest rates as 
such may, of course, be the result of a tendency to hoard But 
this is rarely the case m the earlier part of the upswing The 
question is only whether such a tendency does not mamfest itself 
in the last phase of the boom ) 
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We turn now to the second group of possible 
Structmal disturbances which the expansion may bring about: 

mal- VIZ , maladjustments in the structure of production 
adjustments arising out of the fact that, in some industries, the 
Itkelj selling-price of the product falls short of the cost 
of production or, in other words, that demand is 
insufficient to take up production at remunerative prices There 
IS no initial decrease in the total monetary demand for goods— t e , 
in the money stream, but the flow of goods does not correspond 
in all Its ramifications to the flow of money and its divisions, 
and therefore in some lines of production demand does not 
cover cost The expectations of some people have been disap¬ 
pointed, which need not be offset by favourable surprises of others 
Pnma facte, it is not at all surprising that serious dislocations 
in the structure of production should make their appearance durmg 
the course of a general expansion, when far-reaching changes 
occur in many parts of the production process What we find 
during an expansion are not slight adjustments on the margin of 
production m this or that industry—in which connection it is 
safe to disregard indirect repercussions and to assume, if not 
perfect, at any rate approximately correct, foresight on the part of 
the producers On the contrary, we find that far-reaching changes 
are under way long-term investment is taking place in many 
lines new commodities are being introduced (though the Ime 
between the introduction of “ new ” goods and the improvement 
of the quality of old ones is very hazy) goods, the consumption 
of which was so far confined to the upper classes, are bemg made 
accessible for the consumption of the masses new processes of 
production are bemg put into operation and all these changes 
must profoundly mfluence conditions of cost and of demand for 
any given industry Consumers are mduced to rearrange the 
system of their expenditure Relative prices of the various 
fimshed products and of half-finished goods and factors of 
production change 

Is It so astomshmg that, under these circumstances, serious 
maladjustments should develop m the industrial structure as the 
expansion goes on ^ Without as yet being able to specify the 
exact nature of these maladjustments, it would seem highly 
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improbable that, in a rapidly expanding system, the expansion 
should proceed smoothly and eventually tail off into an equilibrium 
state of full employment ^ 

If we go on to enquire what kind of maladjust- 
Operatton ments are hkely to develop during an expansion, 
of the we must remember that an expansion always starts 
acceleration from a position of partial employment of labour 
principle and other means of production For some time, 
output can and does rise all around—/ e both in 
consumers’ and producers’ goods industries—although the rate 
of increase is not everywhere the same As has already been 
pointed out, an expansion could not go on very long if it started 
from a state of full employment or after it has reached such a 
state m the course of its progress Prices would rise rapidly No 
mdustry could expand output except at the cost of a contraction m 
other industries That is certamly not the situation we actually 
find durmg an upswing We must put this picture from our 
minds if we are to view what happens at the end of the boom in 
the right perspective 

We have seen that an expansion, however it may have been 
originally set afoot (whether by an initial increase in consumers’ 
or producers’ spending, in consumption or in investment), is 
characterised by a rapid increase in investment During the 
preceding depression, repairs, replacement and improvements m 
all mdus tries which require the investment of capital have been 
postponed and, so to speak, stored up Gradually all this latent 
demand for investment becomes effective and feeds the boom. 
The expansion in investment generates income and demand for 
consumers’ goods Consumption industries expand, and this 
enhances the demand for investment goods Smee there is a 
reserve of idle factors of production, the process may continue 
for some time unobstructed 

This IS a fact of considerable importance If a general expansion 
can proceed a long way smoothly, the acceleration prmciple of 
derived demand has time to work itself out That is to say, a 

* This pnma facte argument for the likelihood of a serious maladjust¬ 
ment s arising has been especially stressed by Professor Schumpeter 
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number of mdustries will be developed to a level which they can 
mamtam only if other industries (or the system as a whole) go on 
expanding at a given rate Quite apart from any hmits which 
may be set by msuffiaency of demand or any other cause, this 
rate of expansion is feasible only so long as there is a fairly elastic 
supply of unemployed factors of production This type of 
maladjustment is not so likely to arise, or at least to develop to the 
same extent, if an expansion starts from full employment In that 
case. It will very soon encounter strong resistance m the shape 
of steeply rismg costs, and it is not hkely that any considerable 
number of mdustries will be able, by the installation of highly 
durable eqmpment, to adapt themselves to a rate of expansion in 
other mdustries which it is not possible to mamtam At any rate, 
the danger of the development of a serious maladjustment in the 
structure of production is much greater m the case where an 
unusually rapid expansion all along the line is made possible by 
the existence of unused resources which are gradually drawn into 
employment than m the other case where we start from fairly full 
employment If a certain industry expands production and hence 
mcreases its demand for producers’ goods (say, machines), the 
producers of these machmes will hardly jump at once to the 
assumption that this mcreased demand wiU contmue to be forth- 
commg for a very long time Consequently, they will not at 
once adopt the most up-to-date capitalistic methods of produc¬ 
tion requirmg the mstallauon of highly durable plant which 
cannot be amortised except over a considerable period of 
activity on an enlarged scale The longer, however, an expansion 
of production m various directions continues unobstructed, the 
more optimistic will become the expectations as to its future 
continuation at the same or an mcreasmg rate Producers m a 
number of mdustries get accustomed to a level of demand which 
cannot contmue for ever possibly they are led to expect a rising 
demand, or even rismg prices—^which are still less hkely to be 
long mamtamed It is very improbable, therefore, that the 
system will be m equihbrium when it approaches the upper hmit 
of the expansion The mere cessation, or even the slowmg- 
down, of the expansion will produce a serious setback m a 
number of mdustries, and this may very well lead to a general 
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process of contraction in the manner described in § 3 of this 
chapter 

If this analysis is correct, the following important 
T^jfect of conclusion seems to be justified If a general 
credit expansion which has been in progress for some time 
shortage comes to an end for purely monetary reasons, 
on derived the economic system will very probably find itself 
demand m the presence of serious maladjustments m the 
structure of production, which make it very likely 
that the expansion wiU be immediately followed by a contraction 
rather than by a period of stability Let us analyse this case more 
closely An expansion is going on, so far undisturbed by any 
maladjustment m the structure of production There is scope for 
a further expansion of production smce there are still idle factors 
which can be drawn mto employment, and no serious “ bottle¬ 
necks ” have so fat developed There is a sufficient demand for 
mvestible funds, the output of the capital-goods industries 
increases, and so, although at a lower rate, does output m the 
consumers’ goods mdustries Now, the monetary authorities 
put the brake on the expansion of credit because of the international 
situation of the country or for some other reason The total 
demand for goods m terms of money ceases to mcrease and the 
expansion comes to an end It is possible, and even probable, 
that this cessation m the mflow of new credit will at once produce 
difficulties in the capital-goods mdustries, because a number of 
mvestment schemes have been started which cannot be completed 
in the absence of mvestible funds. But, even if we assume that 
the difficulty m raismg the necessary funds for their completion 
can somehow be overcome— eg, by mducmg people to provide 
the necessary capital tlirough mcreased savings—there remams 
the other more fimdamental difficulty that the scale of output m 
the capital-goods mdustries is geared to an expandmg production 
m the consumers’ goods mdustries. If the latter stop expandmg, 
the former lose a part of their market and are compelled to scale 
down the level of their activity—even where they might be able 
to raise the necessary sums to carry on at the old level Clearly, 
the situation cannot at once be rectified by mcreased voluntary 
savmg for the reason that the money saved will not, m the 
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situation assumed, find an immediate outlet m new mvest- 
ment 

It should be noted that this disruptmg effect of a cessation of 
monetary expansion is independent of. (tf) any credit restriction 
which the banks may be forced to make for the reason given by 
Mr Hawtrey, (i’) the fact that, when MV is no longer rising, the 
economic system becomes sensitive to chance deflationary shocks 
(as explamed m § 4 of this chapter), and (c) the fact of a substantial 
rise in prices having taken place The setback may occur in a 
comparatively early phase of the upswmg, when supply of factors 
IS still fairly elastic and prices have not perceptibly risen If prices 
have gone up for a while and producers m various industries 
have been led to expect a further rise, the disappointment 
caused by the cessation of expansion and of the rise in prices 
will be all the greater, but the rise in prices is not an essential 
condition 

In this case, the collapse of the boom and the onset of the 
contraction could be avoided, for the time being, by removing the 
hindrances to a further expansion of credit. (Whether this is 
feasible from pohtical, social, or psychological pomts of view 
IS another question, which we need not discuss here) But it 
goes without saymg that it does not follow that the boom 
could go on mdefinitely, if only the supply of credit were kept 
elastic 

Let us now drop the assumption that the expan- 
Effeet of Sion comes to an end prematurely because of an 
shortage of insufficient money supply Let us suppose that 
factors on it has a chance to develop without hindrance from 
derived the monetary side What are then the possible and 
demand. probable outcomes ? 

In the previous case, we have assumed that 
the general expansion of production comes to an end because 
the increase m the flow of money is more or less suddenly stopped 
Suppose now that the check to expansion comes at an advanced 
stage of the upswing when almost all idle factors, espeaally labour, 
have been drawn mto employment On this assumption, the 
general increase m employment and output must now come to an 
end (or, more preasely, slow down to the rate which is made 
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possible by population growth, inventions, etc ) If at this point 
the level of activity in a number of industries is still dependent on 
the growth of employment and production in other industries— 
t e ,\i replacement demand has not yet picked up by so much as to 
absorb the whole output of machines ^—the volume of output 
will not simply stop expanding and go on at the level which 
It has reached It will actually dechne in the capital-goods 
industries, which are geared to the expanding consumers’ goods 
mdustries * 

Evidently, the situation cannot be put straight simply by trying 
to continue monetary expansion The total production cannot 
go on increasing at the rate so far maintained Some capital-goods 
industries are adapted to an expansion of the lower stages Hence 
there must be some change in the direction of production (or else 
the production m the capital-goods industries in excess of replace¬ 
ment requirements must be taken on stock—an impossible assump¬ 
tion which we may discard a btrnne) Only a degree of foresight 
on the part of producers m general which it is too much to expect 
m the real world could obviate the appearance of such a situation. 
If It has once arisen, serious repercussions on employment could be 
forestalled only by a degree of adjustability of producers and 
mobility of labour which does not exist m reality 


‘ This possibility of smooth termination of a growth process has been 
discussed in the first part of this book (see page 91) 

• If I understand Mr Harrod rightly, this is also his diagnosis of the 
breakdown “ In a revival, consumption grows at a rate that cannot 
possibly be maintained At the outset, the slack of human capacity 
available for work is greater than that of capital equipment, since the 
former has been maintained and grown at its normal rate during the 
slump, wlule the latter has not After the revival has proceeded a short 
distance, therefore, the demand for capital goods arising out of the (ab¬ 
normally high) prospective increase of consumption stands at a level at 
which it cannot be maintained The increase of consumption must slow 
down, once a considerable proportion of the unemployment is taken back 
into work Consequently, a point is bound to come at which the volume 
of orders for additional capital goods which it appears profitable to give 
IS reduced, and this spiells a major depression [The Trade 

Cycle, Oxford, 1936, page 165) The only difference between Mr Harrod’s 
position in respect to the explanation of the crisis and the one taken in 
these pages seems to be that Mr Harrod puts forward the above as the 
exclusive explanation, whilst here it is treated as one reason among 
many others—although one which it is especially difficult to avoid 
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Let us now try to compare this situation with 
Shift in those which we have analysed in the first part of this 
production report Can we classify the situation with which 
inevitable we are now concerned as a case of under-saving 
or over-saving ? In the first part of this work, we 
defined a maladjustment due to under-saving (shortage of capital) 
as one which could be avoided if people would save and invest more 
and spend less on consumption, and a maladjustment due to over¬ 
saving (under-consumption) as one which could be avoided by the 
opposite procedure In our present case, there must be some 
shift in production If this cannot be achieved, neither more nor 
less saving on the side of the public can prevent trouble If such 
a change in production is possible, the further outcome depends on 
the direction in which it can techmcally be achieved with least 
resistance If in the capital-goods industries which lose part of 
their market because the lower stages no longer expand output 
capacity can be comparatively easily adapted to produce other capital 
goods, an increase in saving will be conducive to re-estabhshing 
equilibrium, because it will enable various industries to adopt more 
capitahstic methods of production—that is, to increase their 
demand for capital goods without complementary resources 
being available ^ On the other hand, it may be that an adaptation 
to the production of some sort of consumers’ goods could be more 
easily achieved In that case, less saving will be better calculated 
quickly to restore full employment In both cases, however, it is 
a question, not only of changmg the ratio of spendmg and saving, 
but also of consuming the required goods and mvesting in the 
required direction 

Thus, as soon as one goes mto details, the problem becomes 
extremely involved a number of variants have to be distmguished • 
and It IS almost impossible to tell which is the most hkely outcome. 

‘ In Mr Hawtrey’s convenient terminology, we may say that a “ deep¬ 
ening ” of the capital structure must take the place of the “ widening ” 
which has come to an end, when the co-operating unemployed labour 
resources are becoming exhausted (Capital and Employment, London, 
1937 . Chapter III) Whether this can be achieved rapidly is very 
doubtful Probably a certain delay will be unavoidable which may 
easily be sufficient to cause a hold-up in the money stream, which in 
turn will start a general contraction (as explained in § 3 of this chapter) 
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It IS, however, practically certain that important shifts in production 
are necessary and that there is no guarantee that they can be effected 
smoothly Temporary unemployment is almost mevitable and 
a certain number of breakdowns and bankruptcies are very likely 
to occur Hence the probability that a contraction process will be 
started would seem to be great 

We have assumed so far that the expansion 

Where will proceeds smoothly up to the pomt where all 
“ bottle-necks” Mne.vc\^\oye.d. factors have found employment and 
arise ? then comes to an end rather abruptly This is, 
of course, an extreme case, which will probably not 
(and need not for our theory to hold) be realised m a pure form. 
If the expansion does not happen to be directed along “ the path of 
least resistance ” as determined by the distribution over various 
mdustries of the available resources and their mobility, the situation 
which we have discussed will arise before aU unemployed factors 
have been absorbed This will manifest itself m the emergence 
of “ bottle-necks ”—that is, in the increasing scarcity of some 
factors of production leadmg to a rise in prices of certain 
commodities and a slowing-down of the expansion in tlus or that 
industry 

These bottle-necks may make their first appearance in any part 
of the economic system They may first appear in the consumers’ 
goods industries or in the capital-goods industries, or may be 
distributed m a random fashion over the whole economic system. 
It is hardly possible to generalise about their probable localisation, 
which depends—given the distribution of the available resources 
at the beginning of the expansion—on the direction m which the 
latter develops Let us briefly consider the main determming 
factors The boom may be concentrated to a higher or smaller 
degree m the capital-goods industries In other words, the 
roundabout ways of production which are undertaken during the 
upswmg may be longer or shorter Whether they are longer or 
shorter depends first, on the rate of interest and the elastiaty 
of supply of mvestible funds as deternnined («) by monetary factors 
(banking policy, supply of mvestible funds from private hoards, 
etc.), {b) by the pubhc’s propensity to save part of their current 
mcome and (c) to an mcreasmg extent by the budgetary policy of 
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Governments, secondly, on technological opportunities to mvest, 
the nature of the “ new combmations ” which have become 
available, etc , and, thirdly, on the amount and direction of 
consumers’ demand Compare, on the one hand, a boom fed 
and propelled by armament demands and public constructions 
such as IS in progress at the present time in various countries, 
where the share of the capital-goods industries in the increase of 
production as a whole is exceptionally great, and, on the other 
hand, one which relies more on current consumption for private 
purposes 

Clearly all these circumstances may be such that the physical 
hmits of expansion of production are first reached either in the 
capital-goods mdustries or in consumers’ goods industries, or 
the bottle necks may be distributed in any other fashion 

Now, when a number of industries to which others are so 
geared that their sales vary with the rate of the expansion of the 
former reach the hmit of expansion, a serious setback in the latter 
is the consequence 

If we say that an industry has reached the limits 
Monopolistic of expansion, we must interpret this in a broad 
restrictions way It does not mean that it is physically abso- 
on supply lu^ely impossible to increase production, but it 
of factors means that cost of production rises so much as to 
make a further increase of production unprofitable 
This rise m cost may be due to the exhaustion of the supply of 
particular means of production Complaints about a scarcity of 
this or that type of skilled labour in this or that industry become 
frequent in the later phases of any boom It is, however, clear 
that this scarcity and the brake which it puts on the expansion 
of output can be due to other factors than the exhaustion of the 
reserve of unemployed Two of these factors may be mentioned 
(to which we have already had occasion to refer) viz , a rise in 
wages due to increased monopohstic pressure by trade umons 
and an all-round decrease m efficiency. 

There is no doubt that the attitude of labour orgamsations 
stiffens durmg the upswmg of the cycle To be sure, money 
wages will rise even under a regime of perfect competiuon in the 
labour market But it is equally certain that the bargaimng 



Chap. 11 


TAe Down-turn Crisis 


373 


position of the trade unions becomes stronger, finanaally and 
morally, with rising employment, and that they use it to accelerate 
the rise in money wages The power of the labour organisations 
IS also used to reduce the mobihty of labour by preventing the 
entry of newcomers into particular industries, when the reserves of 
unemployed labour attached to these industries have been absorbed ^ 
Labour cost is further enhanced—in other words. 
Decline efficiency wages raised—by the fall in efficiency 
in efficteruy of the workers, which occurs everywhere durmg 
the upswing As was pointed out m Part I 
(pages io8 et seq), two tendencies must be distinguished The 
average output per worker falls, because inferior plant, less- 
qualified workers and so on are drawn into employment when 
output expands This is a consequence of the gradual exhaustion 
of the supply of idle means of production We are here, however, 
concerned with the other tendency viz , the fall m efficiency of 
each worker below the previous level for the reasons mdicated by 
Professor Mitchell 

These tendencies to a rise in money cost may be, and in many 
cases actually are, compensated or over-compensated by monetary 
expansion and a rise in prices But this will again tend to stimulate 
the demands of organised labour, so that the spiral of rising cost 
and rising prices will be accelerated 

It IS very likely that the attitude of labour and the rise of 
wages during the upswing will put a brake on the further expansion 
of employment and output in a number of industries long before 
the physical limits have been reached This is especially true 
when the money supply is beginnmg to give out for one reason 
or another- —e g , because the pace of monetary expansion in the 
country is more rapid than in neighbouring countries Increasing 
monopolistic pressure on wages and reduced mobility of labour 
create an artificial scarcity of labour, as it were, long before the 
physically available stock of unemployed has been exhausted 

» Compare, eg,} Robinson, Essays in the Theory of Employment, 
London, 1937, Section I As the author says, “ it is idle to attempt 
to reduce such questions as trade union policy to a cut-and-dried scheme 
of formal analysis, but it is plausible to say, in a general way, that in 
any given conditions of the labour market there is a level of 

employment at which money wages will rise ’’ (page 7) 
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It goes without saying that the monopolistic testnctlon of the 
supply of factors of production other than labour, and the raising 
of prices other than wages, have the same effect of slowing-down 
general expansion 

So far we have discussed the case where the 
Drop m expansion is allowed to develop up to the limit 
investment set by the amount and distribution and willingness 
because of to work of the available means of production, or 
insufficient where the expansion comes to a halt because of an 
demand insufficiency of the money supply We have seen 
that It is very likely that serious maladjustments 
will make their appearance when the general expansion comes to a 
standstill for the reasons indicated, or even when it slows down 
to a certain extent 

We have now to enquire whether there is not a strong probabihty 
that the expansion will be intermpted at an earher stage for the 
reason that it generates a type of maladjustment other than that 
which we have discussed, before it reaches the limits in question 
The type of maladjustment which we have m mind is an insuffi¬ 
cient demand either for consumers’ goods m general, or for certain 
types of them, or for certain types of capital goods It is that 
type of maladjustment which Professor Robertson ascribes to the 
temporary “ gluttabihty of wants ”, or which Professor Pigou has 
in mind when he says that the optimistic forecasts which have been 
made durmg the boom, and have materiahsed in heavy mvest- 
mcnts in different lines of industry, are brought “ to the test of 
facts ”—and, by that test, are found wantmg—after the close of the 
gestation period for a number of things the production of which 
was started during the upswing A maladjustment of this sort is 
also what Professor Schumpeter has in mind in his explanation 
of the collapse of the boom 

The idea is that the investment activity which takes place during 
the upswing is to a large extent concentrated in particular Lines of 
industry—railway construction, automobile production, electrical 
machmery, etc Then comes a day when the investment oppor¬ 
tunities in these fields are exhausted, the want—or, rather the 
demand—is satisfied Investment in these Imes must come to 
an end There is no guarantee at all that replacement demand will 
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meanwhile have risen to slich an extent as to enable it to keep the 
whole productive apparatus busy 

When this point of saturation has come, suddenly 
Kepercusstons or gradually, there are several possibihties as to 
not foreseen the outcome The industries directly concerned 
by producers may have correctly foreseen that demand is no 
longer going to rise, and may even fall, and 
may have adjusted their output so that they are not involved m 
difficulties Alternatively, they may be taken by surprise : 
the “ competitive illusion ”, undue optimism, or any other reason 
may have led to an over-expansion of the particular industries 
concerned 

In the second case the boom will explode with a more or less 
strong “ detonation ” of bankruptcy, to use an expression of 
Professor Pigou, and (as has already been shown in previous 
sections) it is easy to explain when and why this wiU lead to a 
general depression In the first case, no such detonation occurs m 
the industries directly concerned They simply reduce output and 
employment But it is very likely that some tributary industries 
which supply raw materials or equipment will be taken by surprise, 
since It is unreasonable to suppose that all producers—mcluding 
those who are removed by one or two stages from the point where 
the initial setback occurs—-will foresee correctly what is about to 
happen at this pomt and what its repercussions on other industries 
will be Moreover, there are always the unfavourable repercus¬ 
sions on the consumption industries which are still less likely to 
be foreseen by the producers If output and employment fall at 
any point, the demand for consumers’ goods is bound to suffer, 
and this then reacts on the higher stages of production If the 
primary satiation of demand in some lines and the consequent drop 
in output have occurred, these repercussions on the consumption 
trades are almost unavoidable They could be avoided only 
under perfect mobility of factors and a smooth workmg of the 
capital market, and (as has been already explained in detail) neither 
of these two conditions is likely to be fulfilled We cannot assume 
that the sums which are hberated by a dechne or cessation of 
investment in certain Imes will automatically and mstantaneously 
find an outlet in other Imes of mvestment It is more than probable 
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that at least a certain lag will occur, which will be quite enough to 
allow the deflationary tendencies to come into operation through 
the agency of a fall m the demand for consumers’ goods and other 
developments 

There is no need to repeat our explanation of how these defla¬ 
tionary effects arising at any particular pomts may be compensated 
by inflationary tendencies m other directions Such a development 
IS not unlikely m the first part of the upswing, when the momen¬ 
tum of the expansion has not yet been lost, because investment is 
still going on or is being started in a number of directions But, 
as has been explained earher, this partial immunity against 
deflationary shocks must sooner or later give way to a state of 
greater vulnerability If at that stage such a maladjustment as is 
described above should occur, it may easily lead to a general 
contraction 

But, to return to the nature of the first impact 
This type of with which we are here concerned, is it possible 
maladjustment to say generally that such maladjustments are bound 
inevitable ? to occur during any expansion, or are hkcly to 
occur, or the contrary ’> It would seem that theo¬ 
retical reasoning, backed by a hmited amount of actual experience 
of broad tendencies, is not sufficient to prove rigorously either that 
such maladjustments are the absolutely inevitable outcome of any 
expansion or the reverse We can only say there is a pnma-facie 
probabihty that they are We can figure out the consequences 
approximately—always again m terms of possibilities and proba- 
bihties but only extensive empirical studies can show whether 
the contention of so many well-known writers is correct, and it 
IS actually a fact that processes of expansion regularly develop 
a certam type of maladjustment and m turn are brought to an end 
by them 

Recently, Mr. N Kaldor, m an mteresting article,^ adopted a 
very similar position and tried to classify the probable reasons of 

‘ “ Stability and Full Employment ", mEconomic Journal, Vol XLVIII, 
December 1938, pages 642 et seq The author starts from the assumption 
that while it is not so difficult to say how a depression can be ended and 
to engineer a boom, it is still an open question how a state of fairly full 
employment can be maintained It is the latter problem which he deals 
with 
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the breakdown of a boom along similar lines as m the precedmg 
pages, with some variations in detail (mamly of a terminologies 
nature) He attempts to put them in the order m which they 
are likely to appear successively m time, and likens the boom to a 
peculiar steeplechase where the horse has to overcome a series 
of hurdles and is almost certam to fSl at one of the obstacles 

jB The Up-turn Kevival 

% 6 INTRODUCTION 

We have now to answer the question what the 
The order limits of a cumulative contraction process may be, 
of the and how it can be brought to an end How is the 

argument downswing usually stopped and reversed ^ In 

many respects, we need only adapt the assumptions 
and arguments adduced when we discussed the opposite problem 
VIZ , that of the down-turn Without pressing this paralJehsm too 
far, we may proceed in the same order which we adopted there 
In § 7, as a first step, we shall discuss the inflationary counter¬ 
parts of the deflationary shocks analysed in § 3 of this chapter. 
We assume the occurrence of certam changes—such, for example, 
as an inflationary move on the part of the monetary authorities 
or anybody else, or a favourable turn confined to a particular 
industry—and investigate how this may bring about a general 
expansion We leave open for the moment the question whether 
such changes are more hkely to occur in any one phase of the 
cycle— e g , the latter part of the depression, rather than in any other. 

In § 8, as a second step, we shall show why, after a contraction 
has contmued for a time, the economic system becomes more and 
more sensitive to stimulatmg mfluences, m the same way as with 
the progress of an expansion it becomes more and more exposed to 
deflationary shocks 

In § 9, as a third step, we shall discuss those favourable reactions 
and stimulating influences which are likely to be brought about m 
the economic system after a contraction has gone on for some time 
The logical relation between the second and third steps may 
also be stated as follows A process of contraction is hkely m 
the course of time to exhaust its strength and lose its momentum 
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The downward movement may then be easily reversed by any such 
favourable stimulus affecting a particular mdustry as is bound to 
occur from time to time The same stimuli will not so easily 
start an upward movement, if they occur at an earlier moment, 
when the contraction has not yet spent its force 

Besides thus paving the way for the expansionary influence of 
some chance event, the contraction is also likely itself to give rise 
to inflationary stimuh We shall see that it is sometimes difficult 
to draw the line between the two types of stimulating shock that 
IS to say, It IS not always easy to decide whether a certain event, 
which actually played the role of the starter for an expansion, 
would have arisen in the absence of the previous contraction 
Neither the validity, howevei, nor the usefulness of our distinction 
is destroyed by the existence of doubtful cases 

§ 7 THE PROXIMATE CAUSES OF REVIVAL 

An expansion can always be stopped and a 
AsymmeUy contraction process started by a restriction of credit 
between by the banks A contraction, however, cannot 
turning-points always be ended promptly merely by makmg credit 
cheap and plentiful There will always be a rate of 
interest high cnouirh to discourage even the most eager borrower, 
but, when prices and demand are falhng and are expected to 
fall further, the demand for mvestible funds may be at so low an 
ebb that there is no rate (short of a negative figure) which will lead 
to a revival of investment and entail an increase in the effective 
circulation of money—that is, in the total demand for goods in 
terms of money per unit of time There is thus a certain asymme¬ 
try between the upper and the lower turmng-points which necessi¬ 
tates some departures in the method of exposiuon from that 
adopted in the correspondmg section on the down-turn 

We shall now attempt to set out the various 
Producers' possibihties and factors involved in an orderly and 
spending systematic fashion on the basis of our demand-and- 
supply schema for mvestible funds 
An expansion can be brought about by an increase in the expen¬ 
ditures either of producers or of consumers. In the further course 
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of the upswing, each type of expenditure stimulates the other 
but here we are concerned with the initiating forces First we 
propose to discuss the possibihties of an increase in producers’ 
spending—that is, of a revival in investment as the starter of an 
expansion 

A stimulus to investment can come either from a change on the 
demand side or, if there is still a latent demand for investible 
funds—latent, i e not effective, because the ruling rate of interest 
is too high—from a change on the supply side Anything that 
has the effect (other things, including the demand foi consumption 
goods, being equal) of shifting the demand curve or the supply 
curve to the right tends to bring about an expansion ^ 

Let us now discuss in turn those factors which affect supply 
and those which affect demand * 

If the demand for investible funds is really so 
"Factors inelastic over a certain range that a change in the 
increasing interest rate has no influence at all on the amount 
supply of of money invested (that is to say, if the demand 
investible curve is a vertical straight line), a change on the 
funds supply side will make no difference to investment 
or to the effective quantity of money This is, 
however, not the rule, even at the bottom of a depression It 
may be the case for certain types of credit— e g , short-term 

* In the Wicksellian terminology, anything that tends to raise the 
equilibrium or natural rate and/or to depress the money or market rate of 
interest has an expansionary influence In Mr Keynes’ terminology 
we have to express the expansionary factors as an increase of the propen¬ 
sity to consume , or as a shift to the right of the schedule of marginal 
efficiency of capital, both associated with an elastic schedule of liquidity 
preference proper (elasticity greater than /eio) or as a downward shift of 
the liquidity-preference schedule (bee Chapter 8, §§ 3, 4, 5, above) 

“ The distmction between factors affecting the demand for, and factors 
affecting the supply of investible funds, although useful, should not 
blind us to the fact that there are many measures and events which 
obviously affect both demand and supply— e g the imposition of a tariff 
(Compare, on this particular case. Chapter 12 ) Certain forces and motives, 
which we describe as general optimism or pessimism, work on the mind 
of both the borrower and lender, and thus influence both supply and 
demand If a firm has idle funds at its disposal— e g , in the shape of 
demand deposits—and the question is whether it should use them for 
expanding production or not, it is borrower and lender at the same time, 
so that demand and supply are m the same hands 
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loans but usually there will be some latent demand which could 
be satisfied if the terms of credit for the particular purpose 
were less onerous This is especially true of long-term credit and 
the branches of production financed thereby, notably the construc¬ 
tional trades The demand for private houses is especially sensitive 
to the rate of interest on long-term loans, and shows a tendency to 
rise m the depression, when interest rates are low, m spite of the 
shrinkage of incomes It is sometimes found, however, that the 
pubhc evinces a reluctance to lend for long periods at times when 
short-term money is cheap The reason for this is lack of confi¬ 
dence in general— te, the fear of risks of every sort ^ Modern 
economists are accustomed to describe this state of affairs by 
saymg that the liquidity premium is high or the liquidity preferences 
are strong It requires a large differential between long-term and 
short-term rates to mduce people to part with their hquidity by 
investing for a longer period rather than foi a short one 

Given, then, the state of demand for loans of various types and 
maturities, we may say that anything which makes supply more 
plentiful tends to imtiate an expansion We cannot give here a 
complete catalogue of all factors which might conceivably have 
an mfluence in this direction One of the most important influ¬ 
ences IS that of the central and commercial banks, whether exercised 
through discount policy with a view to increasing the hquidity of 
the short-term (money) market or through open-market operations 
which affect primarily the long-term market There are, however, 

* In Chapter 8, § 3, page 220, it has been said that, according to Mr 
Keynes (whose views have been strongly endorsed by Mr Kaldor— Lcono- 
mtea, December 1938, page 464, footnote '), only the expectation frisk) 
that the long-term rate of interest may rise (t e , that bond prices may fall) 
can explain the short-term rate remaining for any length of time much 
lower than the long rate It would seem, however, that other kinds of 
risks and apprehensions may very well produce the same result If people 
anticipate war, inflation, soaal upheavals or something similar, in a 
somewhat distant future without entertaining any paiticular view about 
the current interest rate, then they will be reluctant to buy long-dated 
bonds except at a low price (high current yield), because they will feel 
uncertain about the solvency of the debtor or the possibility of collecting 
the debt and of disposing of the receipts, though they may still buy short- 
dated debts at low interest rates It would seem that these kinds of 
risk usually constitute much more powerful motives than mere expectation 
or uncertainty about the future course of interest rates 
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technical difficulties in extending such a policy, at least so far as 
the central banks are concerned, to other than Government 
securities Apart from the imtiative of the banks, anything that 
removes risks and strengthens general confidence will have an 
encouraging effect on the supply of capital 

A change in the international economic situation of a country 
will often be a prerequisite to any increase in the supply of capital 
or reduction in the rates of interest The existence of price 
discrepancies between countries and the consequent pressure on the 
balance of payments m the high-cost country frequently block a 
fall in the mterest rates of the latter The histoiy of the post-war 
period and of the recent past offers plenty of examples of the various 
devices which may be employed to eliminate such price differences 
(f g , devaluation of the currency), or to prevent them from having 
an influence on the balance of payments and the mternal money 
market (eg, rigid exchange control), or to remove the causes for 
flight of capital from a country or to hinder it effectively These 
various measures need not be discussed here in detail 

We turn now to the discussion of factors exer- 
Increase in cising a favourable influence on the demand for 
demand for capital Whilst it seemed necessary to show by a 
investible detailed analysis why a partial disturbance, which 
funds primarily affects production only m a particular 
branch of industry, may under certain circumstances 
produce a temporary hold-up in the money stream and thus 
engender a general contraction, it would seem to be more obvious 
that an event which leads to an increase in production in a particular 
industry will in most cases also hft the total flow of money to a 
higher level than it would otherwise attam, if only the money 
supply IS elastic If m an individual firm or industry output is 
being expanded, workers must be hired, raw materials bought, 
machines and other equipment ordered If for that purpose 
money is used which would not be used otherwise, the money 
stream swells and the demand for other goods rises It is of 
course immaterial whether new money is created by the banks 
or idle funds are utihsed; m other words, whether the mcrease 
in total demand is financed by an increase in M or an increase 
in K 
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Are there no offsetting influences which tend to 
Discussion of nulhfy the expansion in the flow of money, corre- 
particular sponding to those which we have discussed m 
stimuli to connection with the problem of the down-turn ? 
investment In some cases there are, but it would seem that in 
most there are not 

If an increase in production in industry A. is due to a shift in 
demand, then there is of course a compensatory change in the 
shape of a decrease m demand and output in industry B We have 
already discussed on what circumstances it depends whether a shift in 
demand will have on balance an inflationary or a deflationary effect 
In many other cases there are no offsetting mfluences except 
perhaps in very special circumstances If a capital-goods industry 
increases production because equipment must be replaced 
somewhere, or if an invention is made which necessitates the 
mstallation of capital equipment, or if the scale of output is raised 
somewhere simply because an increase in demand is anticipated, or 
if cost of production is lowered in a particular industry —e g, by 
the reduction of wages or of the price of some means of production, 
so that the industry is induced to expand production and to dis¬ 
burse more money for labour and means of production—in all 
these cases there is an immediate increase in the flow of money from 
the rise in output without offsetting influences coming mto play 
At any rate, they will not come into play at once (it is always 
possible, of course, to conceive of compheated attendant circum¬ 
stances under which compensatory forces might be brought into 
operation indirectly) Any such change may therefore act as a 
starter for an expansion 

A general reduction in wages over the whole industry, on the other 
hand, is a doubtful case which we shall discuss laters ( § 9 below) 
The imposition of a tariff will usually stimulate capi al investment 
m the protected trades and thus raise their demand for investible 
funds Moreover, the supply of money will be favourably 
influenced by a reduction in imports, except where there are 
indirect counter-effects (e g, retahation by foreign States) ^ 

‘ It should be remembered that we are here concerned only with the 
short-run influences Many considerations, therefore, which play a 
considerable part in the literature on international trade do not affect 
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Reserves of gold and foreign exchange in the banks will be 
increased as a result of the reduction in imports, and this will 
tend to ease credit conditions It should be noted that the two 
effects which a tariff has on the demand and supply of money are 
mdependent of each other If, for example, durable plant is 
installed in the protected mdustries, the influence on the demand 
for investible funds during the period of construction of the plant 
may be much greater than the influence on the supply side Under 
other conditions, the “ indirect ” influence on investment through 
the supply of funds may be more important than the “ direct ” 
influence through demand 

So far, we have discussed factors arising in the 
Increased sphere of production, prior to a rise in consumers’ 
consumers' demand, although leading subsequently to increased 
spending consumers’ spending. We come now to the other 
important group of phenomena referred to above 
which may act as powerful stimuli on investment and on the 
demand for investible funds namely, mflationary increases 
in the demand for consumption purposes ^ An increase of 


the argument In the long run, exports will fall if imports are reduced , 
but, in so far as the reduction m exports is not due to retaliatory measures 
of foreign States, the process must operate through the money mechanism 
—that IS by contraction in the one, and expansion in the other, country 
It IS precisely this transitional aspect of the matter which we axe analysmg 
It goes without saying that it is no part of our intention to give a general 
recommendation to Protection as a policy for overcoming depression 
There can be no doubt that the fact th it all countries have during the 
last depression tried to alleviate their own position by protective measures 
has operated as a most potent intensifying factor for the contraction— 
in spite of the fact that each country could, to a certain extent, have 
attained its purpose, if all the others had refrained from doing likewise 
‘ How that has to be expressed in Mr Keynes’ terminology has been 
discussed in Chapter 8, § § 3,4,5 When people spend from hoards on con¬ 
sumption we have to say that the propensity to consume has become 
stronger This implies an increase in aggregate demand (in our termi¬ 
nology, an “ inflationary ” increase m demand) provided it is assumed 
that the other determinants of Mr Keynes’ system (the quantity of 
money, the schedules of marginal efficiency of capital and of liquidity 
preference, etc ) remain unchanged and that the liquidity-preference 
schedule proper (demand for idle balances) is perfectly or highly elastic 
It may seem simpler to state explicitly that an increase m aggregate 
demand is assumed 
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foreign demand for home-produced goods will have similar 
effects 

We have seen that an increase in consumers’ demand is an 
indispensable hnk in the cumulative process of expansion It is 
difficult to see a reason why an increase in consumers’ spending 
should not stand at the beginning of such a process Notwith¬ 
standing Professor Spiethoff’s opinion to the contrary, there can 
be no doubt that, ceteris panbus, a net increase in consumers’ 
demand will not only lead to revival in consumers’ goods industries, 
but will also stimulate investment—always on the assumption that 
there is an elastic money supply 

^ A net increase in consumers’ spending might conceivably be 
brought about by acts of dishoarding by private individuals 
Precipitate purchasing because of the fear of rising prices is 
a case m point This case, howevei, does not seem to be 
typical of the process by which revival is set going after a depression 
A much more important influence—not so much for the past 
as for the present and the future—is the increase m consumers’ 
spending deliberately induced by Government action in the shape 
of public works programmes, increases in ordinary expenditure 
and rehef measures, all financed in such a way as to create a net 
increase in the total demand We cannot here go into the nume¬ 
rous and complicated problems of a fiscal, admimstrative and 
political nature connected with such schemes Only this much may 
be said—that from the short run economic point of view the mam 
task IS to finance these works in such a way that they stimulate 
demand for goods without restricting it m other directions, which 
would probably be the case if the necessary funds were raised by 
taxes In the Anglo-Saxon countries it should furthermore not 
be forgotten that only a few other countries can borrow huge sums 
from the market without either makmg funds scarce for private 
investors or provokmg psychological repercussions which may 
easily check private mvestment Such a situation may be created 
by an alarmmg rise m central-bank money, especially m countries 
such as Germany, where the memory of a hyper-mflation is still 
fresh It may be added that the budget deficit created by reduction 
of Government revenue {eg,txs. remissions) may be just as effective 
as one created by an mcrease m expenditure (e g , public works). 
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The tax remission method may recommend itself to many people, 
in as much as it does not involve the danger of a permanent 
extension of Government activities ^ 

The upshot of the discussion in this section is 
Summary that there are many different types of expansionary 
shocks and influences, each of which can conceivably 
act as a starter for a general process of expansion Whether they 
actually do so or not depends in any given case on the magmtude 
of the particular change and on the general situation If a process 
of contraction is under v/ay, a strong expansionary impetus is 
required to restrain and reverse it If the contraction has spent 
Its force, a slight stimulus may be sufficient to start the system on 
the up-grade 

^ 8 WHY THE LCONOMTC SYSTEM BECOMES MORE AND MORJE 
RESPONSIVE TO EXPANSIONARY STIMUII AFTER THE CONTRACTION 
HAS PROGRESSFD BEYOND A CERTAIN POINT 

We have seen that a process of contraction, if it 
The contraction has had a chance to develop unobstructed for a 
loses time, gathers force and becomes too strong to be 
momentum reversed by expansionary stimuh such as those 
analysed in the preceding section, except when these 
are very powerful This paralysis is the result of the fact that the 
total demand is shrinking continuously and idle capacity is pihng up 
everywhere, so that a stimulating event which under other circum¬ 
stances would cause an increase in the total demand is now unable 
to do more than retard the downward movement it cannot turn 
the tide. We shall now enquire why the contraction is hkely 
after a while to lose its strength, with the result that the economic 
system regains its responsiveness to such expansionary forces as 
may make themselves felt from time to time 

‘ For an exhaustive discussion, see J M Clark, 'The economics of 
planning Public Works, Washington, 1935 , A D Gayer, Public Works 
in Prosperity and Depression National Bureau of Economic Research, 
New York, 1935 , E R Walker, “ Public Works as a Recovery Measure ”, 
in The Economic Record, Vol XI, December i 935 
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It has been demonstrated that the economic system durmg an 
expansion tends to become increasmgly vulnerable when it 
approaches full employment, first, because the supply of means of 
production in general and labour in particular becomes more and 
more inelastic in the upward direction and, secondly, because the 
expansion of total monetary demand, of MV, must sooner or 
later slow down or else prices must rise continuously—which 
agam cannot go on for ever We have now to apply this reasomng 
to the inverse situation as its develops during a contraction process 
There is obviously a tendency for the elasticity of 
Ke stated supply of means of production of all kmds, of labour 

elasticity tn and producers’ goods (produced means of pro- 
supply of duction) to become greater the farther a contraction 
factors goes The supply of labour recovers its elasticity in 
the upward direction that is to say, an increased 
demand for labour can agam be satisfied at constant, or only 
slightly rismg, wages by abandoning short time or taking on new 
men (As has been explamed earlier, the supply is elastic m the 
downward direction— t e , wages are rigid in that direction—even 
at the height of tlic boom ) Similarly, monopohstic restriction 
by entrepreneurs—whether by means of amalgamations, cartelhsa- 
tion, or other methods of organised joint action by producers, or 
whether it is the result of the lethargy of individual competitors 
and their fear of “ spoiling the market ”—often succeeds in 
mamtammg relatively stable prices for certam goods and services 
right through the contraction In this way, elasticities are created 
in the supply of means of production and products at various 
stages of preparation An effect similar to that of increasing 
elasticity of supply may be brought about in the course of the 
decline by an increase in the quantity of sub-marginal agents of 
production—land, or mdustrial plant—^which acquire a value and 
a use as soon as demand revives The consequence is, as we 
have already demonstrated elsewhere, that it becomes easier for 
any one mdustry to expand production m response to an actual or 
expected increase in demand for its product, without thereby 
mcreasmg the cost of production of other mdustries In other 
words, the depressing consequences of certam changes are thereby 
nutigated, while the expansionary consequences have free play 
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The second prerequisite for an easy start and 
Restored smooth development of the expansion process—viz , 
elasticity of an elastic money and credit supply—is eventually 
credit supply restored in the course of the contraction As prices 
fall, the value of central-bank money which is at 
the base of the credit structure will rise So long as the structure 
Itself remains undamaged, each tier u ill be broader-based than before. 
The gold reserve will cover a larger proportion of the central- 
bank money, the cash reserve of the banks will rise relatively to their 
short-term liabilities , circulating currency and deposits in the hands 
of the pubhc will rise relatively to the money mcome which they 
receive and the capital which they possess But this process need 
not be continuous it may encounter a whole series of setbacks The 

mounting debt burdens and the struggle to avoid bankruptcy them¬ 
selves create a need for ready cash, while bankruptcies and the fear 
of good debts turmng into bad ones give rise to a flight to liquidity 
which IS not satisfied even by increased reserve proportions and rising 
hoards If the credit structure gives way spasmodically, we may see 
an osallatory movement in which hquidity diminishes and increases 
several times in the course of the depression It is, however, 
only a matter of time till the course to bankruptcy is arrested, and 
the monetary munition accumulates for a new expansion 

But, we must now ask, is there a bottom to the 
Limits to fall of MV, the monetary contraction ^ In the 
the fall corresponding problem of monetary expansion, 
of MV we were able to show that there is a limit to the 
rise in MV, beyond Avhich the continuation of the 
expansion becomes very precarious The limit in that case was 
found to be inherent m the tendency of the expansion to produce 
increasingly a rise in prices, rather than a rise in employment and 
production, as the state of full employment is approached Is 
there a corresponding limit to the fall in MIA ? The deflation can, 
of course, be stopped by any one of the factors making for expan¬ 
sion analysed m the precedmg section (These factors may arise 
by chance, but, as will be shown m the following section, they 
may be expected to arise in any case with the lapse of time as a 
reaction against the contraction process) Supposmg, however, 
that no such change for the better, strong enough to turn the tide. 
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occurs—IS there a general reason why the contraction of MK should 
come to an end ^ 

Logically it is of course conceivable that, in the absence of an 
expansionary impulse, the contraction should go on and on 
indefinitely but there is good reason, based on general experience 
of human behaviour, to suppose it will not do so In this connec¬ 
tion, there is one important consideration which is sometimes 
overlooked A persistent shrinkage in MV —/ e , in the total 
monetary demand for goods—must be accompamed either by a 
continued destruction of money or by a continued accumulation 
of money hoards How far the process of destruction will go in 
a concrete case depends on the monetary orgamsation, institu¬ 
tional factors and international situation of the country concerned 
Nowadays, it is mainly deposit money, rather than central-bank 
money, which is exposed to destruction To what extent the 
destruction of deposit money goes depends on the organisation 
of the banking system and to a great extent also on factors which 
may vary from one depression to the other, such as the methods 
adopted in handling a pamc, the special connections between the 
banks and the particular industries especially hard hit by the 
depression, and so on The way in which the banking organisation 
influences the seventy of the deflation through money destruction 
IS well illustrated by a comparison between what happened in the 
United Kingdom with its unified banking system on the one hand 
and the United States with its thousands of small insolvent banks 
on the other hand durmg the depression of 1929 to 193 3 as well as in 
previous cycles It is common knowledge what happened the 
sole purpose of theprecedmg remarks is to give the question of the 
influence of the bankmg orgamsation its proper place in our system 
After the destruction of money has come to an 
Accumulation end—as sooner or later under any monetary system 
of money it must do—continuance of the contraction must be 
hoards accompanied by a growing accumulation of money 
hoards in various shapes, liquidity increases, M^ 
goes up The magmtude of these hoards will mcrease, as measured 
in terms of the monetary unit, at the expense of money in circula¬ 
tion It increases still faster, owing to the fall in prices, in terms 
of real purchasmg power 
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These hoards will grow m relation to real income as well as in 
relation to real wealth In other words, people will hold an increas¬ 
ing proportion of their real income and wealth in the liquid form 
of money It should be noted that, so long as people are adding to 
their hoards—in other words, so long as “ the struggle for liqui¬ 
dity ” goes on—the rate of interest (on investible funds) will be 
kept relatively high in spite of the fact that the demand of producers 
for money for investment purposes is ai a low ebb Under 
unfavourable circumstances, such a situation may last a long 
time but, as it implies that money hoards are growing all the 
time in magnitude, we are probably justihcd, in the light of our 
general knowledge of economic behaviour, in assuming that there 
will be a hmit to such hoarding After liquid resources have 
reached a certain lugh proportion of wealth, the need for liquidity 
will eventually become satisfied and people will stop adding to 
their hoards If the rate of interest remains high, because there 
IS still a demand for credit for purposes of real investment (as will 
be the case in poor countries rather than in rich commumties), 
hoarders will be tempted to put their funds on the capital markets 
sooner than if the rate of interest has already fallen to a low level 
But, even if the rate is very low, there will come a pomt when 
hoards reach such a high proportion of mcome and wealth that 
there is no pomt m increasmg them One or both of two 
things will then happen Either more money will be lent 
out on the capital market, with the result that mterest rates 
will be forced down (beginnmg probably with the short-term 
rates and endmg later with the long-term rates) and investment 
will revive, or, if the demand of producers for credit is absolutely 
inelastic, people will become less disposed to save—m Mr Keynes’ 
termmology, the propensity to consume will rise m addition to 
the decrease m the liquidity preference—and the demand for 
consumers’ goods will cease to fall, or may even rise Instead 
of puttmg away their money receipts in their hoards, people will 
either spend them on consumption or lend them out through the 
capital market ^ 

‘ ihe whole analysis might be put into technical language but it 
may be doubted whether much would be gained by so doing In terms 
of our demand and supply schema, we can take the hoarding factor either 
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The upshot of this analysis is that on very general grounds there 
IS a strong probabihty ^ that there is a limit to the fallm even 
m the absence of any special stimulus for expansion An assump¬ 
tion to the contrary would imply an increase ad infinitum of money 
hoards in relation to income and wealth When MV has ceased 
to fall, when (that is) contraction has come to an end, the economic 
system becomes very responsive to expansionary impulses and 
comparatively immune from deflationary shocks * 

This analysis is not intended to suggest that contractions always 
or usually develop up to that very distant limit or that it is safe 
or good policy to allow them to pursue their course to this 
“ natural ” end The object has been to present the problem 
in Its most general form to serve as an mtroduction for the foUowmg 


on the supply or on the demand side We may either say that the 
amounts which are hoarded reduce the supply of investible funds, or we 
may say that hoarding is a special sort of demand which competes with 
the demand foi industrial purposes Wc have chosen to take it on the 
supply side because we have defined demand as demand for the purpose 
of actual investment 

‘ There is no question, of course, of an absolute certainty There 
may be a rational incentive for indefinite continuation of hoarding— 
VIZ , the expectation of a continued fall in prices But in all circum¬ 
stances it remams true that the incentive to dishoard must grow contin¬ 
uously with the growth of hoards in terms of money and goods Compare 
the interesting analysis by Professor J Vincr on the abhorrence of idle 
cash—like the horror vacut of nature—displayed by the economic system, 
and the various devices employed by the modern financial organisation 
to satisfy the need for liquidity without increasing liquidity in terms of 
cash J Viner, “ Mr Keynes on the Causes of Unemployment A 
Review ", in Quarterly Journal of Economics, November 1936, Vol 51, 
pages 147-148 passim 

* This analysis docs not exclude the possibility of a more or less sta¬ 
tionary state with unemployment and fairly stable prices as envisaged 
by Mr Keynes and his followers This has been discussed in Chapter 8, 
§ 5, where it has been shown that a downward rigidity of money wages and 
prices IS a necessary condition for that to happen (which is admitted at 
points but not sufficiently stressed by Mr Keynes) Here we are 
concerned not with such an equilibrium state with unemployment, but 
with the contraction process A contraction may tail off into a more or 
less stationary situation at a low level of employment (“ depression 
equilibrium ”, “ bumping along the bottom of the depression ”), but the 
point made in the text is that it is more likely that the system will 
automatically start on the up-grade again as soon as it has come to a 
stable point 
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section Closely connected with—and sometimes almost mdis- 
tmguishable from—the factors which operate to limit the shrinkage 
in MV, there are other forces or reactions which make for an 
expansion of MV. These it is now proposed to discuss m 
conjunction with other expansionary impulses which are more 
or less likely to arise, sooner or later, m connection with 
the progress of a contraction 

§ 9 EXPANSIONARY TENDENCIES WHICH ARE LIKEL’l 
TO ARISE DURING THE CONTRACTION 

In § 7 of this chapter, we analysed a number of 
The *‘naturaT' factors which are capable of generating an expan- 
forces of sionary impulse and so starting a process of expan- 
readjustment sion The expansionary impulse was there taken 
for granted as a point de depart, and the question 
whether such hypothetical impulses arise by act of God or Govern¬ 
ment, or whether they may be expected to arise automatically with 
the operation of the mechanism of the market, was left for subsequent 
consideration In the present section, we shall enquire whether 
the economic system is capable of putting an end to a contraction 
process and turning it into an expansion, on the assumption that 
{a) the Government does not take active steps (such as a pubhc 
works scheme) to start an expansion, and {b) that no chance event 
(such as a new invention or a series of good harvests or an impulse 
from abroad) comes to the rescue It is here that we shall have to 
analyse the “ natural ” forces of readjustment, the tendencies 
towards equilibrium which arc frequently too readily taken for 
granted as being inherent in the economic system, if only the price 
mechanism is allowed to function unobstructed We shall see that 
there are expansionary impulses of this kind which can be relied 
upon with a fair degree of certamty to occur automatically sooner 
or later and to turn contraction mto expansion (But, m so saymg, 
we are not by any means argumg that it is desirable to wait until 
these “ natural forces ” start the system on the up-grade, m prefer¬ 
ence to taking action to expedite the revival and, possibly, to 
directing the expansion into channels other than those which it 
would take if left alone ) 
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In § 7, It was shown that an expansion can be started by some 
event or factor which brmgs about in the first instance an increase 
of consumers’ spending, or by one that stimulates producers’ 
spending (mvestment) (After the expansion has once been 
started, both t3rpes of expenditures stimulate each other mvest¬ 
ment generates mcome and demand for consumers’ goods, and an 
increase m consumption induces further mvestment) When we 
look for automatic expansionary impulses, we shall find them 
primarily m the shape of factors vhich directly stimulate producers’ 
spendmg (mvestment) Here, again, it is convenient to distmguish 
between changes on the side of the supply of, and demand for, 
mvestible funds, but it must not be foigottcn that there are factors 
which affect demand and supply at the same time 

We begin with changes on the supply side We 
Return of assume that demand tor mvestible funds has not 
confidence completely vanished —that is to say, that there is 
a latent demand at a positive rate of interest whicli 
carmot be satisfied because the ruling rate of mterest is too high 
owing to the supply situation (lack of confidence on the part 
of the banks and the investing public, high liquidity preference) 
This bemg so, the cessation of the hoarding process, as described 
m the precedmg section, will not only brmg the contraction m 
MV to a halt it will also lead in course of time to an expansion 
When the banks, mdustnal firms and private mdividuals have 
on the whole reached the conclusion that their cash reserves are 
large enough—m other words, when they have attamed the degree 
of liquidity which they deem m the circumstances to be desirable or 
necessary ^—the rate of interest will fall, because a certam amount 
of money will be put on the capital market instead of gomg into 
hoards Investment will pick up a little, and this will stabilise MV 
and the aggregate demand for goods It will also brmg about 
a stabilisation of employment and production If such a state of 

‘ If the theory put forward in the text of the automatic cessation of 
hoarding and contraction is not accepted, it will be necessary to rely on 
those active stimulants which are likely to arise sooner or later (as 
explained in the following pages) The rest of the argument is not affected 
In particular, the proposition that MF is likely to rise, as soon as it has 
stopped fallmg, holds good—whatever the factor may have been which 
brought the fall of MV to a halt. 
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comparative stability has lasted for a while without new business 
failures and other shocks to confidence, confidence will return 
and people will be tempted to reduce their hoards When prices 
have once ceased falhng, or when they are expected to remam 
stable or to rise, there is a strong mducement to dishoard, smce 
hoarding means the sacrifice of the profits of mvestmeni ^ On the 
other hand, durmg the contraction, the debt burden of industry 
will have been reduced in various ways and thus the basis for a 
revival of financing increased production by loans, etc , will have 
been restored 

This process of a gradual restoration of the basis for a new 
expansion of investment has been frequently described The 
analysis could be much more detailed Such expiessions as 
“ general state of confidence ” or “ pessimism ” and “optimism ”, 
even if restricted to the suppliers of investible funds, relate to 
very complex phenomena Different types of risks and fears may 
be distmguished, some of which refer only to long-term invest¬ 
ments while others refer to long and short-term mvestments of 
various types A number of institutional comphcations might be 
introduced We confine ourselves to analysing the process in 
outhne The basic fact which one has to keep in mind is that the 
return of confidence and the disappearance of pessimism lead to 
dishoarding, to an increase in the supply of investible funds and, 
if there is demand for such funds, to an increase of MV (demand 
for goods) and of employment and production 

We turn to the demand side When a contrac- 
Tevival of tion has continued for a long time, when prices are 
invest?nent sagging and demand is falhng almost everywhere, 
the demand for investible funds may have reached 
almost the vanishing-point, so that a fall in the supply price (that 
IS, of the market rate of interest) even to a very low level may 
have very little influence Nobody dares to invest But the 
reason is not that the accumulation of real wealth has gone so 
far that physically there are no investment opportunities left —t e , 
that there is no possibility of increasing output by adoptmg 

1 We need not pause to translate that into Mr Keynes’ terms Com¬ 
pare Chapter 8, §§ 3 , 4 . 5 
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time-consuming processes of production The reason is rather the 
fear that prices will fall and a lack of confidence, a feehng of 
uncertainty about the future in general It follows that, when 
total demand and prices have once settled down at some level 
or other, the demand for investible funds wiU rise automatically 
with the mere lapse of time The fear that prices will fall further 
will gradually disappear and certain mvestments, which would 
have been possible and profitable but have not been undertaken 
because of the fear that demand and prices would fall further, will 
begin to be made 

It IS very hkely that during the contraction, when investment was 
at a standstill, new inventions may have been made which, in 
spite of the fact that (at the ruling prices) they would reduce the 
cost of production,^ have not been put into apphcation because they 
necessitate more or less heavy investments which the entrepreneur 
is not wilhng to make when he expects a fall in demand and prices 
Thus a stock of investment opportunities is accumulated, which is 
likely to induce investment expenditure as soon as the general 
price fall has been stopped The way in which, after a long spell 
ot depression, the ice is broken b} some enterprising spirits who 
have the courage to try something new in some line of production, 
and the way in which the example they set is followed by others in 
the same oi other branches of industry, are described in classical 
language in the various writings of Professor Schumpeter 
“ Whenever new things have been successfully done by 

some, others can, on the one hand, copy their behaviour in the 
same hne and, on the other hand, get the courage to do 
similar things in other lines, the spell being broken, and many 
details of the behaviour of the first leaders bemg apphcable outside 
their own field of action ” * 

‘ Sec Mitchell Business Cycles, Berkeley 1913, page 567 

• Schumpeter, Economica December 1927, page 298 See also his 
Theory of Economic Development (English translation, 1934) Pigou, 
Industrial Fluctuations, and edition, 1929, pages 92 and 93 It should, 
however, be noted that Schumpeter uses this argument, not so much 
to explain how the lower turning-point is brought about, but to show how 
the system is earned, during the upswing, beyond the equilibrium pomt 
(compare footnote on page 81 above) However, there seems to be no 
reason why this dynamic factor should not in some cases make its appear¬ 
ance at an earlier pomt in the course of the cycle 
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Another factor closely connected with, or even 
Kepiaeement indistinguishable from, the revival of new mvest- 
demand ment (probably in new and untried combinations) 
IS the increase m replacement demand During 
the contraction, not only new investment, but also remvestment 
has been curtailed On the other hand, the capital equipment of 
industry deteriorates by wear and tear and obsolescence Therefore, 
even with the reduced volume of output, it is very probable that 
sooner or later the need for replacement will make itself felt in one 
industry or another, which leads to dishoarding or new borrowing 
and an increase in MV 


There is a further point Producers know from experience that 
prices will not fall for ever When prices have fallen for a time, 
they will probably become more and more inchned to anticipate 
a reverse in the price movement Accordingly, they will not put 
off improvements and replacements for so long as is possible from 
the technological pomt of view without impairing the process of 
production they will rather seize the opportumty of having the 
improvements and replacements made when prices are still low ^ 
F // tn must now discuss one very important type of 

adjustment which under a competitive price sj^stem 
would appear to be the natural cure for unemploy¬ 
ment—namely, the reduction of money wages and other cost items * 
We are not here concerned with the social and moral aspects 
of the problem Nor do we focus attention on the problem of 
whether a reduction in wages is the best method of bringmg a 
depression to an end (assuming that it is a possible method and 
that there are alternative methods) The problem with which we 


‘ The problem of “ replacement waves ” has been discussed m the 
first part of the book (see page 84) Mr Keynes, too, has availed himself 
of this standard tool of cycle analvsis {^General Theory, page 253) 

* An analysis in many respects similar to the following one was given 
by Professor S Slichter in his book Towards Stability, New York, 1935, 
and m his paper “ The Adjustment to Instability ” in the American 
Economic Review, Vol 26, 1936 (Supplement), pages 196-213 passim 
As was pointed out m Chapter 8, ^ 5, above, the following analysis has 
also many points in common with Mr Keynes' treatment 
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are concerned is a more modest one, although it would seem that 
Its solution IS an mdispensable preliminary to any answer on the 
questions of pohcy 

The problem is this Is the fall in money wages which we 
observe durmg any major depression to be regarded as a factor 
which tends to put an end to the contraction ^ Would depression 
be alleviated and revival hastened if money wages were more 
flexible and fell moie rapidly so long as unemployment persists 
This IS a very-much-disputed question Many economists see 
m a reduction of wages the unavoidable and infalhble remedy 
against unemployment Others denounce it as useless or even 
detrimental 

A large part of what has been written on the 
Monetary subject has been vitiated by the fact that the mone- 
implications tary implications of the various theories have not 
been made clear Many argue on the tacit assump¬ 
tion that MV can be taken as constant, or at any rate as independent 
of changes m money wages If this were true, if total monetary 
demand were not influenced by a reduction in money wages, then 
of course, with lower money wages, employment and production 
would be greater than with higher wages, because, with lower 
wages and prices, the same amount of money would buy more 
goods and provide more employment Others have assumed tacitly 
or without adequate proof that AIV will fall by the same amount as 
pay-rolls have been reduced (or even by more), so that the general 


’ An equivalent to a decrease in money wages is an increase in the 
efficiency of labour which does not augment other cost items (e g , capital 
cost) at the same time If the worker works hardei, or if the work is 
better organised so that a sraallci labour force can do the same work 
without an mcrease in capital equipment, the position, so far as the 
employer is concerned, is equivalent to a reduction in money wages 
From other (e g , the social) points of view, there may be important 
differences between the two methods of reducing labour cost For the 
purpose of our problem they are equivalent 

The statistical measurement of ellicicncy presents extraordinary 
difficulties, which cannot be discussed here It may, however, be noted 
that the ordinary statistical measure of “ efficiency-wages ”—viz , labour 
cost per unit of output (pay-roll volume of output)—cannot be taken as 
a precise measurement of the magnitude we have in mind 
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situation remains unchanged (or even deteriorates) Each of 
these extreme assumptions—or, for that matter, an assumption 
intermediate between the two—may be true under certain circum¬ 
stances and false under others Without specifying the attendant 
circumstances and distinguishing a number of different cases, 
nothing defimte can be said 

We begin by assuming an isolated country, leavmg comphcations 
arising from international trade for later treatment What holds 
true of an isolated country holds true substantially also of any big 
country which need not allow its internal policy to be influenced 
by considerations of international trade 

If an individual firm manages to reduce wages, it 
Effect of wage will usually be able to expand production at the 
reductions in expense of other firms in the same industry, so that 
a particular the others will be forced to follow suit Therefore, 
industry we had better start with the assumption that money 
wages are reduced throughout the entire branch of 
industry concerned What will be the possible or typical reaction 
of the wage-cut on this mdustry—leavmg aside for the moment 
indirect influences on other industries and repercussions of these 
secondary effects on the industry where wages were reduced ^ 
We shall try to answer this question with special reference to the 
problem of how Afl^is likely to be affected 

A prion, there is a wide range of possibilities At the one 
extreme the industry may expect a great increase in demand from 
a fall m price made possible by the reduction of cost, and may 
accordingly increase production by so much that employment 
increases by more than the wage has fallen, so that the sum disbursed 
for wages directly and indirectly through the purchase of raw 
material and equipment is actually greater than it was before (We 
characterise this by saying that the elasticity of the industry’s 
demand for labour, including indirect demand exercised through 
the purchase of means of production, is greater than unity—which 
involves an even greater elasticity of demand for the product of 
this industry )* In the other extreme, there is the possibility that 

‘ Even if the output of the industry in question does not increase as 
a consequence of a wage reduction, the industry may be enabled by the 
reduction of its labour cost to give more employment, if it uses the money 
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output and employment are not mcreased at all (the elasticity of 
demand for labour being zero) so that the amount saved is with¬ 
drawn from circulation —e g , by repaying bank loans or by not 
contracting new ones The position of the banks is thereby 
improved but, since we are speaking of a period of contraction, 
we cannot assume that the whole of the sums repaid will be re-lent 
to other borrowers We are certainly nearer to the truth if we 
assume that at least a part will be used to strengthen the reserves 
of the banks 

In order to avoid a post hoc ergo propter hoc argument, we must 
make the preceding statement more precise We may say that 
employment will, or may, rise to such an extent that wage disburse¬ 
ments (directly in the industry concerned, and indirectly in the 
precedmg stages through the purchase of raw materials and other 
means of production, etc ) are raised above the level which they 
would have attained had the reduction m the wage rate not occurred 
This formula covers the case (which durmg a general contraction 
may easily occur) of a wage reduction inducmg an industry to 
refram from contractmg its employment and pay-rolls by so much 
as It otherwise would have been forced to do, so that the wage 
reduction does not bring about an increase in employment and 
pay-rolls in comparison with the preceding period but prevents 
It from fallmg to a lower level The other extreme is then the 
case where employment is not increased at all above the level 
which It would have attained if there had been no reduction in 
wages—a level, namely, which would probably be lower during a 
general contraction than in the precedmg period—so that the 
amount of money withdrawn from circulation is greater than it 
would be if no wage reduction occurred 

In the first case, the wage reduction has an expansionary mfluence, 
so that the contraction is mitigated 01 even reversed In the second 
case, the influence is deflationary, and the contraction is hastened 
and intensified 

saved to improve or replace its equipment—or, m other words, if it was 
consuming its capital and the wage reduction puts a stop to such consump¬ 
tion This IS not, however, a typical case in a depression, smee even the 
existing equipment is not then fully utilised, though it is not denied that 
capital consumption may be going on 
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We now ask. Is it possible to deade on general 
Will pay-rolls grounds which of the two possible outcomes of a 
rise or fall ? wage reduction is likely to prevail during a contrac¬ 
tion process ^ Can the fall m money wages be 
regarded as something which, on balance, mitigates and shortens 
the contraction, or is it an intensifying factor ? We may certainly 
assume that employment and output in the industry directly 
concerned will be influenced favourably' It is hardly conceiv¬ 
able that an industry would react to a fall in money wages by 
giving less employment than it would otherwise do But it does 
not necessarily follow that employment and output must rise to 
such an extent that wage disbursements increase For various 
reasons, durmg a depression, especially its first phase, wage reduc¬ 
tions are less likely to have a strong expansionary influence than 
during the upswing of the cycle There is excess capacity (surplus 
equipment) m many lines of industry, and there may be hrge 
stocks from which raw materials and semi-fimshed products can 


' It may be, and has been argued that, even if m principle a reduction 
in wages may be expected to exercise a favourable influence the latter 
will not materialise at once and the delay will be sufficient to stultify its 
operation altogether If an entrepreneur is led by a reduction in wages 
to increase his investment, he will need some time to put his plans into 
effect First, he is likely to wait for a while and see how things develop 
Secondly, his plans must be worked out in detail before orders can be 
given and the money actually be spent In the meantime, wages and 
pay-rolls will have been reduced, and consequently the demand for goods 
in general will have fallen This will cause the general situation to dete¬ 
riorate, and may well induce the producer to drop his plan of increasing 
his output If, therefore, his investments are not made at once, they are 
likely not to be made at all 

There is certainlv much force in this argument , and we have already 
had occasion in our analysis (page 353) to refer to this inevitable lag 
between the conception of investment plans (or the occurrence of a 
change which makes the investment in principle a profitable proposition) 
and the actual expenditure involved 

But at this point of the argument the situation is somewhat different 
In the first place, we are concerned not so much with new investment m 
fixed capital as with a possible increase of production within the irame- 
work of existing plant In the second place, it must be remembered 
that a reduction in wages may not only stimulate an increase m output, 
but may also mduce the employer to refrain from a curtailment of produc¬ 
tion and employment In this latter case the effect of the wage reduction 
may well be quite instantaneous 
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be obtained —t e , output can be increased without heavy new 
investment If new investment in fixed capital were required, it 
would be difficult to raise the necessary sums Pessimism prevails, 
and people are reluctant to take the risk of investment for longer 
periods But, as we have seen, these conditions are hkely to 
change gradually when the contraction has progressed far enough 
On the other hand, a reduction in wages is bound to have a favour¬ 
able psychological effect on busmess-men, and will make them 
more inchned to invest and the banks more inchned to lend, and 
this tends to mitigate deflation 

There is another very important point to be 
Influence mentioned The case where producers use part 
of cost of what they save through the cut in wages to 

reduction strengthen their hquidity or to repay bank loans 

on sales imphes that total receipts from sales do not fall by 
receipts under so much as pay-rolls In other words, if prices fall 
competition so much that all that is gamed by cutting wages is 
and monopoly passed on to the consumer, the position of the 
producer is not improved and there is no scope for 
additional hoarding so far as he is concerned This could only 
happen under conditions of perfect competition and even then 
not to a full extent Even on the assumption of perfect 
competition m the strict sense of economic theory, when every 
producer regards the price at which he can scU as given independent 
of his own action and expands his production accordingly up to the 
pomt where his margmal cost equals the price—even on this 
assumption total receipts will not fall by as much as pay-rolls except 
m the improbable case of margmal prime cost being constant —i e , 
the margmal cost curve bemg horizontal In all cases where 
margmal cost rises, only a part of the reduction in the total cost of 
production which has been achieved by the cut in wages will be 
passed on to the consumer ^ In other words, gross profits will be 

‘ It may be added that the view which one can frequently hear expressed 
that a wage-reduction can have a stimulating effect only if prices are 
correspondingly reduced, is not generally correct Even if prices are not 
reduced at all, more employment may result from a reduction in money 
wages, if entrepreneurs are induced or enabled to resume the replace¬ 
ment of their equipment which they had neglected 
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increased—though »e/ profits will still be negative, since the gross 
profits do not cover amortisation of the fixed capital—and there is 
therefore scope for mcreased hoarding or repayment of bank loans 
This is a forttort the case where there is not free competition m the 
strict sense of economic theory, and prices under monopohstic 
or quasi-monopolistic conditions (or simply as a result of friction 
or fear of spoihng the market) are prevented from falling to the 
point of equahty with margmal cost—in other words, where 
producers fail to expand production up to the pomt at which 
marginal cost equals price 

We conclude, therefore, that the freer the competition and 
the more flexible the price the greater the favourable effect of 
wage reductions and the smaller the danger of an mtensifi- 
cation of deflation That conclusion is no more nor less than 
was to be expected It does not follow, however, that such an 
intensification of the hoardmg process as a consequence of a 
wage reduction is impossible, even under competition in the 
strictest sense 

Suppose employment and output m a paiticular 
Repercusuons industry to have been somewhat increased in re- 
on other sponse to a fall in money wages, but not by so much 
industries as wages have been reduced, so that there results 
a decrease in the chsbursements of wages by the 
industry in question This mcrease in employment and output 
is certainly desirable but we have also to take into consideration 
the effect on other industries This depends on what happens to 
the increased (gross) profits Suppose a part of them is hoarded 
Then demand for other products will be reduced,^ and the mcrease 
in employment in the mdustry directly concerned will be partly or 
wholly offset by a decrease somewhere else This may even 
react back on the first industry and partly nulhfy there the original 
mcrease m employment 


‘ 01 course, an increase in wage disbursements need not result m an 
instantaneous increase in demand for wage goods since the wage-earner 
may hoard part of it or use it for repaying debts On the other hand, a 
decrease may be temporarily offset by drawmg on hoards or incur¬ 
ring debts We disregard these factors here as bemg quantitatively 
unimportant 



402 


Nature and Causes of the Cycle 


Part II 


It may be useful to put the same thing in a slightly different 
way It may happen that, if wages had not been reduced in the 
particular industry, employment and output would be smaller in 
this industry, but the industry would have disbursed more money 
for wages, etc, and would have financed tins either by borrowing 
more from the banks or by refraining from repaying bank loans 
or from building up monetary reserves or by drawing on idle 
funds at its disposal (by reducing its liquidity) 

So far we have analysed the case from the stand- 
Wflge point of one particular industry, assuming other 
teducttons things being equal But, if wage reductions occur 
in many in a number of industries at the same time, or one 

industries after the other at short intervals, it is still more 
difficult to tell what the aggregate result will be 
If the primary influences on each industry are such that on balance 
no change m M\^ takes place, the hoardings induced in some 
industries being balanced by induced dishoardings ^ in other indus¬ 
tries, the net result will be an inciease in total employment If the 
dishoarding in some industries is larger than the hoarding in others, 
the result will be a still greater increase in employment But this 
need not necessarily happen On balance, the tendency to hoard 


’ Some writers have displayed a certain aversion for the word 
“ hoarding " (e g Mr Kahn in his review of the lirst edition of this book) 
Others have obscured the concept by distinguishing all kinds of new 
meanings which the word is alleged to have in the writings of different 
writers without saying who those authors are (sec Joan Kobinson 
“The Concept of Hoarding , Lconomic Journal, Vol XI VIII, June 
1938, pages 231 to 237) It IS difhciilt to ittach any meaning to the state¬ 
ment that “ ‘ hoarding except in the sense which is covered by the 
conception of ‘ liquidity preference , has no causal force ” [op cit 
page 230) Ihe meaning of “ hoarding ” which is used here and which 
was defined precisely in Chapter 8, ^ 3, is not the one to which alone 
Mrs Robinson attributes “ causal force ” But it has certainly causal 
significance in that the decision of individuals to hoard or not to hoard in 
this sense is of great importance for future events How it can be trans¬ 
lated into Mr Keynes’ terms has been repeatedly indicated In the 
present context it may help to translate “ dishoarding ’’ into “ greater 
disbursements ”, with the additional condition (carried by the expression 
“ dishoarding ”, but not by the word “ disbursement ”) that the 
increase in expenditure is an addition to aggregate expenditure of society 
as a whole 
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may be stronger than the tendency to dishoard To be sure, a 
certain amount of net hoarding, as evidenced by a decline in MV, is 
consistent with an increase in employment and output But, if 
It goes beyond a certam point, the stimulating effect of a reduction 
in money wages may be frustrated, the fall in wages being accom¬ 
panied by a fall in demand and in prices Employment and output 
will be no higher, they may even be lower than they would have 
been without the fall in wages 

But, even in this unfavourable and perhaps 
'^age improbable case, where a reduction of money wages 
reductions has the immediate effect of intensifymg contraction, 
increase the policy of reducing wages and prices, if pursued 
liquidity long enough, will be sufficient to create a situation 
out of which a revival (a new expansion) is hkely 
to emerge sooner or later without any special expansionary stimulus 
from without being required ^ 

This follows from what has been said earlier in this and the 
previous section We there demonstrated that, with the continu¬ 
ance of contraction, banks and individual firms become more and 
more liquid Money hoards grow, both in terms of money and— 
smee prices fall—still more in purchasing power Now, it is 
clear that this process will be accelerated if wages are reduced and 
prices fall more than they would without a fall in wages In 
other words, the fall in money wages and prices reduces the volume 
of work which money has to perform in mediatmg the exchange 
of goods and services in the different stages of production 
Money is set free in tins Ime of its employment, and becomes 
available for hoarding ^ Pan passu with the fall in prices, existing 
money hoards (MJ rise in real value and, sooner or later, the pomt 
will be reached where even the most cautious mdividuals will 
find an irresistible temptation to stop hoarding and to dishoard 
We may put the matter in yet another way Assume for the 
moment that, independently of the behaviour of money wages. 


* Compare footnotes ' on page 390 and 392 

• In Keynesian terminology, less money is needed to satisfy the trans¬ 
actions motive and more becomes available for “ speculative holding 
M, decreases , M, increases 
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there is a definite level of liquidity which must be reached before 
the economic system can again start on the up-grade It is clear 
in this case that the more rapidly wages and prices are allowed to 
fall the more quickly the desired level of hquidity will be reached 
Flexibihty of money wages, and competition m the labour market 
as a means to the attamment of flexibihty may be regarded as a 
factor conduave to the restoration of full employment But the 
problem is not quite so simple as that, because the level of liqmdity 
which must be attained need not necessarily be independent of 
the movement in money wages If wages are very flexible, and if 
this flexibihty has an initial deflationary eflect (as explained 
above), disturbances may result, confidence may be shaken 
and thus a higher degree of liquidity may be required than when 
wages were somewhat more rigid But, the argument runs, 
even in this unfavourable case—which is by no means the 
only possible case, or even the most probable,—there is some¬ 
where a higher level of liquidity which is sufficient in all 
circumstances 

The question with which the above discussion 
Conclusions began, as to whether a continued fall in money wages 
under conditions of general unemployment is to be 
regarded as a factor which will brmg a contraction to an end, must 
therefore, if we carry the argument to its logical conclusion, be 
answered in the affirmative It must, however, be emphasised 
once more that this does not imply the necessity for a process of 
contraction’s always, or even in the majority of cases, running 
Its course through to its “ natural ” end One or the other of the 
expansionary impulses which have been analysed in the present 
and the preceding section will usually intervene Nor again, m 
answering the question in the affirmative, is there any intention of 
prejudging the issue of the advisabihty or otherwise, in the absence 
of a spontaneous expansionary impulse, of attempts to check the 
course of the contraction by State intervention in one form or 
another In answering that question, many extraneous considera¬ 
tions arise, some of them of a non-economic nature, which cannot 
be discussed here But so far as the problem in hand is concerned 
—namely, the problem of the mfluence of the behaviour of money 
wages—the following conclusions may be drawn 
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An isolated policy of keeping money wages up is 
Some very dangerous, although it is impossible to deny 
problems that a policy of wage-cutting may on occasion, 
of policy up to a certain pomt, intensify the conti action before 
Its favourable influence on employment and output 
makes itself felt It may be very difficult to decide beforehand 
whether such a temporary intensification is, or is not, to be expected 
from a given reduction in money wages in a number of industries 
If there are reasons to believe that even without a wage reduction 
contraction of MY will go on—and, as we have seen in the chapter 
on the contraction process, a certain slirinkagt, in MY is the 
invariable concomitant of a cyclical depression—it will certainly 
increase unemployment and prolong contraction if wages are 
not allowed to fall It a contraction in a country is dictated by 
Its international situation, the situation is still clearer Wages 
and prices must be allowed to fall if a rise m unemployment 
and a fall in output are to be prevented (It is another 
question whether, and in what circumstances, it is possible and 
advisable to cut short this process of adjustment by currency 
devaluation) 

On the other hand, where a country need not consider its inter¬ 
national economic situation and has a free hand as to its monetary 
policy. It IS comparatively easy to make sure tliat the possible 
deflationary influences of wage reductions are ehminated while 
at the same time the expansionary influences are not hampered 
All that IS required is to combine a policy of wage reduction with 
expansionary measures such as public works financed by inflation¬ 
ary methods The effect wiU be to forestall any decrease in total 
wage disbursements, and consequently in the demand for 
consumers’ goods, which might otherwise result from the wage 
reduction 

What has been said of wages is equally true of other prices which 
are kept up by monopolistic manipulation or State intervention 
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CHAPTER 12 

INTERNATIONAL ASPECTS OF BUSINESS CYCLES 


§ I INTRODUCTION 

In the preceding chapters, the analysis of economic 
Previous fluctuations has been pursued without much 
treatment of attention to their international aspects In all 
inteinational references to “ countries ”, we have had in mind, 
aspects not indeed completely closed economies, but areas 
within whose borders all the characteristic features 
of the business cycle—the swings of rising and falling money 
demand, the reciprocal interactions of demand for consumers’ 
goods and demand for producers’ goods, the variation through 
time in the degree of employment and scarcity of productive 
factors—could come into play Repercussions on, and disturb¬ 
ances from, economic relationships with the outside world have 
made their appearance in the argument at various pomts, but 
only incidentally they have been treated as isolated facts and 
have not been further analysed The attempt has now to be 
made to deal with these international aspects m systematic fashion 
The argument has to be adapted, as and where necessary, to the 
fact that the real world is neither one big economic unit nor a 
congeries of closed systems, but a complex system of economic 
relationships of various kinds between individuals The closest 
connections these individuals tend to have with their neighbours 
and their own countrymen, but they are linked up—sometimes 
directly, always indirectly—with the farthest corners of the earth 
This adaptation of the argument incidentally hnks up two 
branches of economic theory which too often are kept apart 
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—the theory of international trade and the theory of economic 
change ^ 

In setting out the international comphcations 
Methods of in orderly fashion, there are two alternative methods 
exposition of exposition which we may adopt The first 
method would be to start from the assumption of 
two or more completely independent and isolated economies, 
and pioceed to introduce one by one the various types of economic 
connections which we find in the real world (exchange of goods 
and services, capital movements, the various types of monetary 
connections), and so investigate the influence of each of these 
connections on the course of the cycle in the various countries, 
and the extent to which a parallelism in the alternation of periods 
of prosperity and contraction in the different areas concerned is 
thereby produced 

The other method of approach, which is that adopted in the 
following pages, is to start with the hypothesis of a spaceless closed 
economy embracing the whole world and to introduce one by one 
the circumstances which divide and disintegrate that economy 
The dismtegratmg factors are so arranged as to start with the most 
general, natural and inevitable physical facts, and from these to 
proceed to the more aitificial human devices, in such a way as to 
exhibit the operation of the earher factors without the later factors 
but not of the later factors without the eailicr 

The first disintegrating factor to be introduced is transportation 
cost—in other words, imperfect mobihty of goods and services 


* In addition to the book by H Neissei, Soyne International Aspects 
of the Business Cycle (Philadelphia, 1936), two articles may be mentioned 
which deal expressly with the international aspects of the business cycles, 
VIZ O Morgenstem, “ International vergleichende Konjunkturfor- 
schung” in Zeitschrift fur die gesamte Staatswissenschaft, 1927, Heft 2 , and 
A v Miihlenfels, “ Internationale Konjunkturzusammenhange ” in 
Jahrhucher fur Nahonalokonomie und Statistik, 130, Band III, Folge 75, 
1929 I Moreover, the literature on international trade has become 
more “ cycle conscious” in recent times and contains frequent references 
to cycle problems Cf B Ohhn, Interregional and International Trade 
(1933) , R Nurkse, Internationale Kapitalbewegungen (1935) , R F 
Harrod, International Economics (1933), C Iversen, Aspects of the Theory 
of Capital Movements (1935) - J Viner, Studies in the Theory of Inter¬ 
national Trade, New York, 1937, especially Chapter VII, Section V 
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The second is the locahsation of investment, credit and banking 
(imperfect mobihty of capital) The third, perhaps the most 
important, is national currency autonomy Thus we have a 
senes of situations representing an increasingly close approach 
to reality In the discussion at each stage of approach, it will be 
necessary to make further distinctions in relation to what we 
conceive to be the distribution of resources (m the widest sense of 
the word) among the various “ countries ” It is the uneven 
geographical distribution of economic resources and activities 
that gives the disintegrating factors their importance If each 
area or country possessed all types of resources in sufficient 
quantity, the existence of high transport costs between them would 
be irrelevant 

It goes without saying that some of these disintegrating factors 
—especially the first, but also the second to some extent—operate, 
not only between countries separated by pohtical borders, but 
also within pohtical areas between different regions When, 
therefore, we speak simply of “ countries ”, the expression is to 
be understood with the obvious qualifications implied by the 
context 

§ 2 INFLUENCE OF TRANSPORT COSTS . IMPERFECT MOBILIIY 
OF GOODS 

The most natural and inevitable of all dismte- 
Localisation grating factors is the existence of costs of transport 
of expansion Costs of transport should be interpreted in a broad 
and sense as covermg, not only the expenses mvolved 
contraction in transferring goods between producers, or from 
producer to consumer, m different locahties, but 
also the trouble and expense mvolved m movmg the consumer 
to the goods and services It is assumed that resources are to 
a considerable extent locahsed, whetlier by nature or, in the case 
of labour, by a multiphcity of causes It should further be kept 
m mind that, at this stage of the argument, we still assume a umfied 
money and credit system for the whole world 

Given a certain geographical distribution of resources, the 
effect of transport costs is to permit of cumulative upward and 
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downward movements m money demand, not wholly confined to, 
but centred m, particular areas In the absence of transport costs 
m the sense defined above, the specialisation of particular areas to 
particular lines of production arismg out of the unequal distribution 
of resources between localities would have full play Suppose now 
a fortuitous expenditure on the part of a group of people There 
will be a consequent primary mcrease of income accruing to the 
workers and entrepreneurs producmg the articles to which the 
additional demand is directed Probably this primary income 
mcrease will affect some districts more favourably than others 
When the primary increase in income comes to be spent, hov'cver, 
there will be a secondary increase m incomes, and there is no 
reason to beheve that this will accrue particularly to those 
districts which enjoyed the primary increase, nor yet to those 
whose fortmtous increase m expenditure set the whole process 
gomg There is no presumption that the cumulative expansion 
process will be localised in or centred around its first starting- 
pomt, but It will spread in a random fashion all over the economic 
surface 

When we introduce transport costs, however, speciahsation 
and division of labour between areas tend to dimmish, and we 
find that the primary employment and income mcrease tends to 
accrue m a greater degree to those livmg near to the group 
which mcreased their expenditure The secondary mcrease m 
incomes will likewise tend to accrue to those livmg anti working 
near the beneficiaries of the primary mcrease m mcomes, and 
so on 

The cumulative expansion movement need not. 
Counter- of course, be confined to any particular locahty 
influence of The influence of transport costs tends so to confine 
uneven it, but, on the other hand, the influence of the 
distribution uneven distribution of resources tends to maintam 
of resources a geograplucal division of labour, to promote 
inter-regional exchange, and so to ensure that some 
portion of the increased income of individuals m a given 
locahty is expended in the period immediately followmg on 
“ imports ” of one sort or another. Thus, the more strictly the 
various areas are speciahsed in particular types of economic 
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activity the less scope there wiU be for local or regional monetary 
expansions and contractions. 

In seeking to picture an expansion from the point of view of 
any particular country or area, we must bear in mind the fact 
that each locality is differently placed in respect to the given 
distribution of economic resources over the earth’s surface Each 
locality has its own characteristic potentialities for the production 
of different goods and services, and its own characteristic constel¬ 
lation of transport costs affecting its exchanges with other centres 
of production As a result, a fortuitous increase in the monetary 
demand for goods and services in one area may tend to confine 
Itself to that area, whereas in another area an increased demand 
may rapidly overleap its own borders ^ 

In a country like the United Kingdom, for example, the primary 
increase in income will be spent very largely on products (food, 
textiles, and so on), the earlier stages of whose production are 
located abroad Thus, a considerable portion of the expenditure 
of secondary and subsequent income increases will be drained off 
to agiicultural countries, and the favourable repercussion on 
British exports may be small and long delayed A similar 
argument will apply to a country like New Zealand, whose inhabit¬ 
ants will spend a considerable portion of any increase in income 
on the manufactured products of the United States and Europe 
On the other hand, we may take the United States as an example 
of a country in which only a very small proportion of an increase 
in consumers’ incomes will find its way abroad 

It is necessary, however, to keep in mind, not only the expendi¬ 
ture on consumption goods, but also the expenditure on invest¬ 
ment goods which IS to*some extent dependent on the former In 
an undeveloped country, without heavy industries, the process of 
monetary expansion by way of reciprocal stimulation of consump¬ 
tion and investment—the so-called Wickselhan process-—will be 
of minor importance If a revival of British industry takes place. 
It provides a stimulus for the building and extension of plant The 


* Cf the interesting article by F W Paish, “ Banking Policy and the 
Balance of International Payments", in Economica, Vol III (New Series), 
November 1936 
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existence of a world capital market (which in this stage of the 
argument is still assumed to function smoothly) ensures an 
unlimited supply of mvestible funds, so that the investment can 
proceed unhampered by rising mterest rates The funds invested 
will be spent on the products of British heavy industries, and 
the flow of money incomes will be enhanced On the other 
hand, if the original impetus to prosperity develops in some part of 
China, It may become profitable to extend, e g , the railway system 
—in which case a large proportion of the money invested will 
be drained off to Europe or America, who supply the required 
capital goods 

It must not be assumed that the proportion of 
Tendency of expenditure in any country which finds its way 
local abroad in payment of imports will remain the same 
expansions to in all phases of a cychcal movement As a local 
overflow expansion or contraction develops, there \vill be 
changes in the distribution of income and expendi¬ 
ture which may involve a greater or smaller proportion of pur¬ 
chases from abroad, but thcic is no reason to expect any systematic 
movement More important is the point already touched on 
that, as the volume of the demand for investment goods changes 
in relation to the volume of the demand for consumers’ goods, 
the foreign drain will become less or more considerable In this 
event, some systematic movement in the direction of a greater or 
smaller foreign dram is to be expected in each individual case, 
but we cannot say in general which direction the movement will 
take 

We can say, however, that the further a local expansion goes 
the more it is hkely to “ spill over ” into other regions—and that 
for a different, a third, reason Imports will increase, not merely 
pan passu with mcomes, but faster As the expansion goes on, 
stocks are taken up, unemployed workers reabsoibed, and plant is 
used to fuller capacity Hence wages and other prices will rise 
and, by the operation of the mechanism described in the classical 
expositions of international trade theory, both home and foreign 
demand will be switched away from local products to foreign 
substitutes For a local boom even more than for a general boom, 
the stage of price-inflation is a dangerous one and marks the 
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beginning of the end On the other hand, where prices are kept 
steady as a result, eg,oi technological progress, the boom may 
obtain a longer lease of hfe 

The effects of transport costs are not, however. 
Coexistence confined to the imposition of a check on the spread 
of prosperity of prosperity and depression from one area to 
and depression another They also make it possible that, at one 
facilitated and the same time, a cumulative contraction process 
should be taking place in one region and a cumula¬ 
tive expansion process in another region The simplest, though 
not the most hkely, cause of such a development would be a change 
of taste or income distribution in the world as a whole, leading to 
a transference of demand from the products of one region to those 
of another In a “ spaceless ” economy, such “ horizontal ” 
demand shifts, while sigmficanl for the industries directly 
concerned and for their subsidiary industries, would be rela¬ 
tively a matter of indifference for the rest of the economic 
system, unless the consequence of the shift was to set afoot a 
net expansion or contraction In the real world, the effect may 
be to promote an upswing in one quarter and a downswing in 
another 

A somewhat similar case is the effect of innovations in methods 
of production or transportation, the introduction of new types of 
finished goods, etc In most of these cases, the stimulus provided 
for the new industries will find its counterpart in a check to the 
old competmg industries —i e , those industries which produce 
the equipment or material replaced or rendered superfluous by the 
new processes, and those which have lost their market because 
demand has been drawn away by the newly invented types of 
goods This setback in the old industries may not become serious 
until after the new methods have been put into operation, but, 
when It does, it is calculated—m a “ spaceless ” economy—to 
precipitate the down-turn If, however, the new industries are 
localised in areas other than those in which their unsuccessful 
rivals are to be found, the continuance of prosperity m the former 
region may be but little hampered by the misery of the latter 
The danger of excessive anticipations m one country need not 
drag the whole world down. 
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Much of what has been said about the influence 
Influence of transport costs is equally applicable to tariff 
of existing barriers and other hindrances to international trade 
tariffs Customs duties in particular resemble transport 
costs m that they impose an obstacle to the move¬ 
ment of goods, but the obstacle can be overcome if the price 
disparities m the exporting and the importing country are 
sufficiently high For this reason it is convement to mention 
them at this point, though they may be regarded as more 
“ artificial ” than some of the other dismtegratmg factors treated 
below 

Whereas transport costs tend to increase the proportion of 
demand directed to goods and services produced in nearer or 
more accessible regions. Customs tariffs—being levied at political 
frontieis only—tend to confine demand to the products of the 
same State, or to other States whose imports arc relatively httle 
affected by the tariff barriers Often, this means that tariffs act 
as an additional factor tending to locahse monetary expansions and 
contractions It need not be so, however, since their effect may 
be to divert demand from nearei to more distant sources of supply 
This will be the case for populations living close to pohtical 
frontiers and hence to Customs barriers The effect of high tariff 
protection will be that locahties withm the same countiy—or, 
It may be, within the same empire—may tend to have their periods 
of prosperity and depression at the same time, whertas other 
countries will tend to show a lesser degree of synchromsation 

Changes in tariffs have exactly the same conse- 
Influence quences as changes in transportation cost—m 
of changes which cormection we may refer to the short analysis 
in tariffs of the possible expansionary mfluence of the 
imposition of a tariff in the protected country 
which was given on page 382 above (This type of analysis can 
be easily adapted so as to apply to the effects of the removal of a 
tariff on both countries concerned ) 

Tariffs differ, on the other hand, from transport costs in the 
fact that they can be altered by legislation, and therefore may be 
changed as a matter of pohey systematically throughout the course 
of a cycle A country may conceivably succeed, by raising its 
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tariff wall, in diverting demand from foreign to domestic sources 
of supply (though, be it noted, a part of the demand thus diverted 
from the purchase of foreign goods may be sterihsed in the form 
of hoards) It is conceivable, therefore, that a country might use 
Its power to vary its tariffs as a means of mitigating the violence 
of Its own industrial fluctuations, raising them when threatened 
by deflation in other countries or by the appearance of deflationary 
tendencies at home, and lowering them in the opposite case of 
danger of inflation whether originating at home or in other 
countries 

Although the trend of international commercial policy has 
been steeply in the direction of protection ever since the beginning 
of the last quarter of the mneteeth century, a certam cyclical 
movement is unmistakable Every major depression brought a 
new outburst of protectionism, whilst prosperity periods have 
usually been marked by short steps back m the direction of freer 
trade 

But while It IS conceivable that a smgle nation might succeed, by a 
policy of raising tariffs in bad times and lowering them m good 
times, m damping the impact on itself of the great international 
business cycles, the consequence of such a policy simultaneously 
pursued by all nations would be precisely the reverse The 
raismg of a tariff means a limitation of the investment opportu- 
mties of the potential importers The money which is prevented 
from leaving the country is in part hoarded The demand for 
foreign products will fall by more than the amount by which the 
demand for home products rises and, if such a policy is pursued 
all round by every country, the depression will be rendered still 
more severe in the world as a whole and very probably in each 
individual country as well For similar reasons, a pohey of 
reduemg tariffs in the upswmg, simultaneously pursued bv all 
nations, will not lead to stabilit} m the total 'money demand, 
but will rather afford a further expansionary impetus to each 
country 
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§ 3 INFLUENCE OF THE LOCALISATION OF INVESTMENT, 
CREDIT AND BANKING IMPERFECT MOBILITY OF CAPITAL 

In the last section, we introduced into our 
Equalisation picture of the cyclical movement the influence of 
of interest an uneven distribution of {a) resources and (b) 
rates transportation cost of goods and services We 
have continued, however, up till now to assume a 
common money circulation within the whole of the area under 
consideration This assumption we shall still maintain in the 
present section We have further assumed perfect mobility of 
capital This assumption will now be dropped, and in its place 
we shall introduce the assumption of a more or less complete 
locahsation of investment and bankmg activity—in other words, we 
shall assume imperfect mobility of capital 

Let us first enquire into the exact meaning of imperfect 
mobility of capital and of its opposite By perfect mobility 
of capital we mean perfect mobility of loanable funds, diat is 
to say, a state of affairs m which loanable funds uill flow to 
those parts of the world where demand is highest or, rather, in 
which they will be distributed over the various countries in such 
a way that the rates of interest m general—or, more precisely, 
the rates of interest for different types of loans with equivalent 
maturities and risk—will everywhere be the same 

It should be noted that perfect mobility of capital. 
Mobility of that is complete inter-local equahsation of the rate 
capital versus of interest is not incompatible with high, 01 even 
mobility of prohibitive, transportation costs (including artificial 
goods. costs such as tariffs) for goods in general and capital 
goods in particular Suppose two countries, A and 
B, between which the transportation of capital goods of all kinds is 
completely impossible, the trade between the two consisting 
exclusively of consumption goods If the currency of the two 
countries is firmly based on gold, and if the position in respect 
of debtors’ morale, legal protection of investors and possibihties 
of supervision of investments is the same in both countries, there 
IS no reason why the investors m the country where the interest 
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tends to be lower should not turn to investments in the other 
country There will be a complete equahsation of the rate of 
interest, and capital will eventually be transferred in the shape of 
consumers’ goods and luxuries Short of the quite extreme case 
where there is no exchange of goods or services whatsoever (a 
case which need not detain us here), imperfect mobihty of goods 
does not directly reduce the mobility of capital It cannot, 
however, be denied that, indirectly, increasing restrictions on the 
movement of goods and services tend to restrict the movement of 
capital, and render foreign investment more and more risky If 
the volume of trade between two countries is large, and if there are 
many actual and potential export and import goods, the repercus¬ 
sions of the transfer of a given amount of investible funds (money 
capital) will be slight A mild expansion m one country relatively 
to the other * will suffice to produce an export surplus from the 
capital-exporting country If, on the other hand, the volume 
of trade is comparatively small, the movement of the same amount 
of money capital will produce a more violent expansion, and 
probably a sharp rise of prices, in the one country, and contrac¬ 
tion and a sharp fall of prices in the other country The same 
thing can be expressed by saying that, where the volume of trade is 
large and the economic connections are close bet ^een two countries, 
the money which flows out of one country to seek investment in 
the other will soon find its way back through increased exports 
or reduced imports If the volume of trade is small, it will 
not return so quickly The slump in the capital-exporting 
country may drive up the interest rate and thereby remove, at 
least for the moment, the incentive for the migration of capital 
But It may also incite a flight of capital and precipitate 
the crisis 

In the extreme case where no movement of goods or services 
IS possible, a transfer of money capital will be wholly inflationary 


' There need not in all cases be an absolute contraction in the capital¬ 
exporting country A slowing-down of the expansion may be sufficient 
There are also cases conceivable where no contraction—not even a relative 
one— IS required from the capital-exporting country- e g ,ii the proceeds 
of the loan arc spent directly on goods of that country 
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in the one country and deflationary in the other,i but even in this 
case the transfer is not impossible, although it is difficult to see how 
an equalisation in the rate of interest can be permanently achieved, 
unless one beheves the mterest rate can be permanently lowered by 
monetary inflation or permanently raised by deflation 

We may sum up as follows The smaller the volume of trade 
the more violent will be the inflation m the borrowmg, and deflation 
m the lending, country consequent upon the movement of a certam 
sum of money capital, or, if exchanges are allowed to vary, the 
more violent will be the fluctuations in the exchange rate If this 
development does not directly check the tendency of capital to 
imgrate, it will at least afford mcentives to State interventions such 
as transfer moratoria and the like, and is for this reason indirectly 
fatal to foreign investment 

So much for this digicssion We remrn to the 
The reasons mam theme As everybody knows, equalisation of 
jor differences interest between different countries is not the typical 
in interest situation we find in the real world What we find 
rate^ is, on the contrary, a persistence of discrepancies, 
sometimes of a very high order of magmtudc 
The mobihty of capital is usually far from being complete People 
tend to invest their money at home in local land, physical capital, 
property rights, debts and so on, even though the rate of interest 
winch can be earned is much lower than that to be obtained by 
equivalent investments abroad The reasons for this are rather 
obvious Partly they are, so to speak, of a physical nature 
Transport costs and costs of communication place obstacles in 
the way of that personal supervision which is usually necessary 
to obtain the highest income from mvestment in physical capital, 
while they enhance the difficulty of obtaining that first-hand 
knowledge of the business and pohtical situation in other countries 
which is necessary to dissipate uncertamties in regard to business 
propositions and the value of equities But, on the whole, the 
barriers to international lending and investment are less physical 
than pohtical, social and institutional Ignorance of foreign 
tongues, inadequacy of legal protection, risk of transfer restriction 


Cf Iversen, loc cit, page 47 
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or outright confiscation—and, to anticipate a little, fear of exchange 
instability—are nowadays certainly more important factors than 
actual distances 

We are not concerned here with the effects in the 

Changes in long run of the immobihty of capital on the economic 
mobility of structure of the world and the economic develop- 
eapital ment of the capital importing and exporung coun¬ 
tries We do not try to answer questions as to 
what, for example, the world would look hke to-day without the 
enormous capital movements which took place in the nineteenth 
and twentieth centuries We are here concerned with {a) the 
proximate mfluences of the imposition, removal, strengthen¬ 
ing or relaxation of the impediments to international capital 
movements, and (^) the modifications brought to the short- 
run cycle of expansion and contraction by the very existence 
of a certain degree of localisation of investment, credit and 
bankmg 

On the basis of the analysis in the previous pages of the 
nature and causes of cyclical expansions and contractions, it 
IS comparatively easy to answer the first of these questions 
Naturally, the answer cannot take the form of a brief and 
comprehensive formula each case has to be taken individually 
But we can indicate broadly what are the factors which must be 
taken into account 

Obviously, we must first distmguish between the effect on the 
capital-exporting and that on the capital-importing country, and 
must ascertain in each case in which phase of the cycle the change 
takes place What will be the influence on the supply of investible 
funds and the rate of interest in both countries ^ Clearly, the 
imposition (removal) of restrictions on capital movements will 
tend to reduce (raise) the rate of interest in the capital-exporting 
country, and to raise (reduce) it m the capital-importing 
country How will the demand for investible funds react to the 
change in supply ^ This will, m turn, depend on the phase of 
the cycle 

Thus the final outcome may differ accordmg to arcumstances 
But we are in a position to indicate what in any particular case 
are the circumstances which determine that outcome 
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We turn now to the second question—that is. 
Tendency to to the effects of a certain degree of locahsation of 
damp down investment, credit, and bankmg They can be 
local booms most clearly brought out by supposing the tendency 
and depressions towards locahsation to be so strong as absolutely 
to prohibit lending and investment outside regional 
or national boundaries In such circumstances, the general world 
market for capital (or mvestible funds) wiU be divided up geogra¬ 
phically or nationally into watertight compartments In each 
country, a different mterest rate—or scale of rates—will prevail, 
determined by the local demand for funds and the local supply 
The local supply will depend, among other things, on the 
supply of money in the country, on the basis of which we may 
suppose a more or less developed credit structure to have been 
erected What will be the consequence of such an arrangement 
on the length and amphtude of cycles m the different coun¬ 
tries ^ Here, agam, the answer cannot be contained in a single 
formula 

On the one hand, locahsation of credit tends to damp down 
local booms and depressions Suppose a local boom flares up— 
because, e g , the demand for the export goods of the area m ques¬ 
tion has iisen or because of a purely mternal stimulus to investment 
With an international capital market in operation, funds may in 
such case be drawn from the whole world The interest rate will 
rise much less quickly than it would, were only local funds avail¬ 
able A local depression may also be alleviated or shortened by 
imperfect mobility of capital When the demand for mvesuble 
funds is at a low ebb, the fact that such funds cannot leave the 
country will so reduce the rate of interest that the chances of revival 
are improved 

On the other hand, there are a number of reser- 
Keservations vations to this principle While a boom, like a 
fire, IS more easily extinguished where the supply 
of inflammable material is restricted, it may be that the causes of 
the fire provide at the same time the inflammable material If 
the boom is caused by a rise in foreign demand, the influx of 
money will mcrease the supply of mvestible funds as well as the 
demand, and may, under a regime of locahsed credit, depress the 
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rate of interest below the rate which would have prevailed had 
capital exports been possible In the same way, a depression due 
to an adverse movement in international demand may be accen¬ 
tuated by a restiiction of the supply of investible funds consequent 
upon a dram of money from the country 

But even if we restrict the generalisation about the moderating 
effect of credit locahsation to booms and depressions wheie 
external causation is lacking or ummportant, it is applicable only 
to relative booms and depressions that is to say, it is when a 
country is more prosperous than other countries that it suffers 
from the absence of capital movements In the course of a general 
world boom, countries which, though enjoying a cyclical upswing, 
are less promising fields for investment than others may be dramed 
of funds if capital movements are possible It will be seen that 
anything which tends to hinder such movements may in the 
circumstances prolong the prosperity of some countries while 
limiting that of others Similarly, localisation of credit may put 
a brake on depression in the most-depressed countries, while 
prolonging it in less-depressed countries 

A still further hmitation must be placed on the general principle 
to allow for cases where capital exports and imports are not merely 
cychcal phenomena, but trend phenomena Suppose that in some 
countries the supply of investible funds tends on the whole— 
counting in all phases of the cycle—to run ahead of the demand, and 
so to depress the rate of interest below that prevailing in other 
countries If capital exports are possible, they will take place 
If not, a part of the funds will be invested at home, bringing down 
the interest rate, while a part will be sterilised in hoards and cash 
reserves Taking an average over good years and bad, the hoards 
will be larger if credit is localised than if it is not But these 
hoards may be invested in boom periods at home Their presence 
ensures that the supply of investment funds from domestic sources 
will be fairly elastic It is even conceivable that the locahsation 
of credit, by promoting the accumulation of hoards in advanced 
countries which would otherwise be capital-exporting, may make 
the supply of investible funds available to the entrepreneuis of 
those countries more elastic than it would be if international 
capital movements were possible 
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Having attempted to sketch the effects of 
E-ffects on credit locahsation on the cychcal movements of 
spreading" of individual countries, let us now turn to the question 
cyclical of its effects on the spreading of such cychcal 
movements movements from country to country Suppose 
that investment opportumties appear m country A, 
and a boom develops accompamed by rising interest rates With 
a perfect world capital market, this would mean that funds would 
be drained from foreign countries, raising the rates of interest 
there Foreign countries would thus experience at the same time 
a rise in their export trade to A, involving a rise m the demand for 
investible funds and a fall in the supply of those funds It cannot 
in general be said whether the inflationary effect of the former 
would outweigh the deflationary effect of the latter If, on the 
other hand, capital movements are impossible, the effect of A's 
boom is unambiguous A’s trade balance will become less favour¬ 
able and money will tend to flow abroad, with the effect of 
increasing there the supply of, as well as the demand for, investible 
funds 

It might seem to follow from this argument that the locahsation 
of credit is a factor tending to spread prosperity and depression 
from one country to another But, even in the case considered 
above, this is not necessarily true It was pointed out in the 
foregoing pages that in general—though there were exceptions— 
the effect of locahsation of credit was to hrmt the extent of booms 
and depressions In so far as it has this effect, it also limits the 
rise in A’s imports, which will take place during an upswing 
in A and so limit the extent of tne stimulus to business in the out¬ 
side world If funds could be transferred to A from the outside 
world, the increased investment there would have its repercussion 
on imports, thus givmg rise to an increased demand for goods in 
the outside world On the other hand, the transfer of the funds 
will reduce the supply of investible funds in the outside world 
but It IS conceivable that the latter effect will be less important 
than the former. This is hkely to be the case when, durmg a 
depression, the supply of loanable funds is very elastic, the rate 
of interest having reached a mmimum level (set by institutional 
circumstances) in the face of a very low demand Thus, localisation 
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of credit may easily have the effect of hindering the spread of a 
boom by hindering the boom itself * 

The disparate organisation of the world capital 
Intemattonal market opens up a new series of possible repercus- 
transfers sions from changes which involve a transfer of 
of demand demand from one country to another The unequal 
development of credit in different parts of the 
world means that any movement of the balance of trade in favour 
of a country with a relatively highly developed credit structure will, 
cetens partbus, have a net inflationary effect in the world as a whole * 
But, apart from this unevenness in the development of credit, 
a movement of funds from one national credit market to another 
brought about through changes in commercial currents will be 
hkely to have a net effect Whether this effect is expansionary or 
deflationary will depend on central-bank policy, confidence and 
hquidity of the banks, elasticity of the industrial demand for 
credit—all of which conditions are themselves largely dependent 
on the phase of the cycle in which the countries concerned find 
themselves when the change in demand occurs In particular, 
any very violent diversion of demand between countries, such as 
may occur in the course of a world business cycle or as a result of 
war or large-scale harvest fluctuations, will probably be deflationary 
in Its effect The country losing money may be forced to contract, 
while the country gaming money will be unable at first to employ 
Its new funds in investment ® 

For the purposes of our exposition, we have so 
Sectional fat contrasted two extreme cases viz , a state of 
mobility affairs with no international lending and mvestment 
of capital at all on the one hand, and a world economy in 
which there are no hindrances to the flow of invest- 
ible funds from any one area to any other In reahty, of course, 

* Here the Neo-Marxian Theory of Imperialism referred to on page 85 
comes to the mmd 

“ Cf especially Viner, loc ut 

> This factor, which is probably of very great practical importance, 
has been analysed with great force by Dr Thomas Balogh, “Some 
Theoretical Aspects of the Central European Credit and Transfer Crisis ” 
in International Affairs (Journal of the Royal Institute of International 
Afiairs), Vol ii, May 1932 
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wiule on the whole people do tend to lend and invest funds m their 
home country to an extent which prevents the complete equalisation 
of interest rates in different countries, there is normally a certain 
amount of international lending and investment 

In order to investigate such intermediate cases more closely, 
we must abandon the simplifying assumption that the market for 
investible funds is completely homogeneous In reahty, there are 
many sub-markets One type of debt is not completely substi¬ 
tutable for another It is therefore not surprising to find that the 
markets for certam types of debts are much more international 
than the markets for others 

Some Government obligations, for example, command a world 
market, whereas small business-men must borrow from those 
who know them and have some legal redress agamst them if the 
debts are not paid For reasons of security, certain classes of 
debts are held exclusively by co-nationals of the debtors 

Another factor closely connected with security of repayment is 
liquidity, or quick saleability—a quality which makes debts to 
some extent a substitute for money It is obviously more conve¬ 
nient to have one’s current account with a local banker than with 
one whose offices are abroad Also, the fact that people prefer to 
buy local securities is in itself a good reason for anyone’s keeping 
that part of his wealth which he wants to be “ liquid ” in the form 
of local claims 

It therefore remams true that, even at a time 
Mobility of when considerable mternational capital movements 
short-term may be taking place, a flow of money from country 
and A to country B on current account —i e , as payment 
long-term for goods and services exported by B in excess of 
capital imports—will bring about a dimmution in the 

supply of investible funds available m A and an 
increase in the supply of investible funds available in B If the 
capital market were international in all its branches, this would 
not take place There would be an increase in the supply of 
investment funds in B, but it would be available to entrepreneurs 
in any country. In fact, however, the mcreased money m B will 
be deposited with the banks, and will lead to an expansion in the 
loans of the banks to industry and to the bill market, as also to 
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an increase in the banks’ holdings of securities If the bill mari^et 
in B IS well known internationally, the cheapness of discounting 
there may lead to an afflux of exporters from A and elsewhere 
desirous of benefitmg by the low discount rates Similarly, 
the high prices of bonds m B, due to bank purchases, may make 
It easier for other countries to float new issues m B, and in addition 
may induce holders of B bonds to exchange them for bonds of 
other countries The reverse process wiU take place in A In 
this way, a part of the money which leaves A on current account 
will “ leak ” back on capital account, without, however, completely 
nullifying the favourable effect on the supply of credit available 
to borrowers in B or the unfavourable effect in A 

It may be a permissible simplification of the situation to suppose 
that there is a world-market for long-term bonds and shares, but 
that workmg capital has to be provided by each nation from 
national sources We may suppose that, in the case of two 
countries A and B, opportumties for the absorption of long-term 
funds are opened up m A, whether such opportumties arise in 
connection with real mvestment or with the phenomena of a 
stock-exchange boom The result in either case is a flow of 
loanable funds from B to A, which may exceed the adverse tradmg 
balance that A will probably develop as incomes in A rise Now, 
if all sections of the capital market were international in scope, 
busmess-men in B would suffer from the rise in mterest rates 
consequent on the rise m the demand by A for loanable funds, 
and would gain by the increased demand for B goods in A In 
the circumstances of the supposed case, however, they will suffer 
an additional handicap m that the flow of money from B to A will 
induce the banks in B to restrict credit, and may render the supply 
of workmg capital in B scarcer than it is m ^ 

Even m the case of those sections of the capital 
Cyclical market which are comparatively mternational in 
changes scope, the degree of mtemationahsm depends upon 
in the factors—such as the policies of Governments and 

mobility the state of confidence of mdividuals—^which vary 
of capital with the times. It may be possible to make the 
generahsation that during the downswmg of the 
world busmess cycle, when the confidence of investors is at a low 
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ebb, foreign lending is specially avoided as more dangerous than 
domestic lending, so that the brunt of the depression falls on the 
borrowing countries, while countries which normally are capital- 
exportmg obtain some relief through the improvement of their 
balance of payments The role of capital movements m the 
course of the world business cycle, however, is largely determined 
jay events on the foreign exchanges, to which subject we now turn 
The broad result of our analysis in this section is 
Summary as follows The mfluences of a localisation of 
investment and credit on the cyclical movement are 
manifold Sometimes the tendency is to damp down local booms 
and depressions sometimes the influence is the reverse Every¬ 
thing depends on the details of the general economic constellation 
While It may be said that the existence of transportation costs (that 
IS, of a certain localisation of real goods) tends definitely to disturb 
the uniformity of the cyclical movement in the world and to make 
local booms and contractions possible, no such general statement 
can be made about the localisation of investment and credit in 
general Given the existence of transportation cost and the 
geographical distribution of resources, it cannot be said that 
mcreased mobihty of capital tends to synchromse the cyclical 
movement in all countries nor yet the reverse 

§ 4 DIFFERENT DEGREES OF NATIONAL CURRENCY AUTONOMY 
AND THEIR INFLUENCE ON THE CYCLICAL MOVEMENT 

We have hitherto assumed a single basic money 
Degrees oi throughout the world, in terms of which all prices 
independence and debts are expressed, constituting together 
with bank notes and deposits, which represent 
essentially promises to pay the basic money, the sole medium 
of exchange We shall now attempt to bring out the full 
significance of this assumption for the course of the cycle by 
confronting this unified, worldwide system with a number of less 
unified systems 

Recapitulating partly what has been said or imphed in previous 
sections, we shall have to work through a whole series of cases, 
in which the monetary systems of the various countries become 
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increasingly independent of one another We shall eventually 
arrive at the very opposite extreme to complete world umfication— 
namely, complete independence in the monetary systems of 
different countries / e , completely free exchanges ^ 

When we were arguing on the assumption of a 
A. unified closed, spaceless system, we postulated the existence 
money system of some basic money such as gold and a note circu- 
with mobility lation on that basis issued by a central bank The 
of capital central-bank money (which includes deposits with 
the central bank) forms in turn the basis for a credit 
structure built up by the commercial banks Evidently, we must 
make some assumptions about the supply of the central-bank 
money that is to say, we have to define the pohcy of the bank 
of issue in respect to the ratio between the note circulation and the 
gold reserve which it seeks to estabhsh at any given moment of 
time. 

Our previous postulate was maintained when we first introduced 
the space factor by assuming a certain geographical distribution 
ot resources and transportation cost for goods and services The 
same money circulated everywhere, and the conditions of the 
supply of investible funds as furmshed by the central bank, com¬ 
mercial banks or other sources were everywhere the same We 
saw that in this case, in spite of the fact that the supply of investible 
funds was umform—consisting, as it did, of a single pool to which 
would-be borrowers from all parts of the system had equal access— 
local booms and depressions were not excluded because, owing to 
a certam localisation of real resources, the demand for mvestible 
funds might be concentrated m particular locaUties 

We may conceive of the central-bank money as supphed by a 
single mstitution with branch offices in various locahties, all of 
which pursue the same pohcy They issue notes by discounting 
bills at the same rate (and under the same conditions) or by 
buying and selhng securities at the same prices The cash (gold) 
reserve—if any—is pooled and not kept separately for each 
branch 

‘ Professor John H Williams has attempted a similar analysis “ Inter¬ 
national Monetary Organisation and Pohcy ”, in / essons of Monetary 
J.xperience, New York, 1937 Viner, loc cit 
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So long as we adhere strictly to the assumption 
Decentralised that perfect mobility of investible funds implies 
hankingwith 100% equalisation of interest rates, we do not raise 
mobility of any basically new problem if we proceed to assume 
capital that the issue of money in each area is effected by 
independent institutions Each area has its own 
centra] bank, but the money such banks issue is expressed in the 
same units and is accepted everywhere All of these banks are 
forced to pursue the same policy If one of them charges a lower 
rate for discounts than the others, it will be overwhelmed by an 
increase in demand diverted from all the others Either its rate will 
have to be raised again, or else the other banks will have to follow 
suit by lowering theirs in order to retain their customers Supply 
conditions for investible funds will still remain the same everywhere, 
and It will be impossible for one country separately to effect a local 
expansion or contraction by a manipulation of the supply of funds 
Differences in prosperity between countries can only come from 
the demand side (An artificial increase in demand can of course 
be brought about for any particular country by State intervention 
—tiy State borrowing for public works Whether and to 
what extent the ensuing boom will be localised will in such case 
depend on the localisation of resources, transport cost and the 
flow of purchasing power—that is, on the way in which the flow 
of new money is distributed by the successive recipients as between 
home goods and import goods ) 

The problem remains of how the terms of lending, which must 
be the same for all the banks of issue, are determined ^ Several 
systems are conceivable The system which is the most important 
in practice is to make the determining factor some ratio—not 
necessarily constant—of the note circulation to a gold reserve 
If the gold-reserve ratio of any one of these banks falls to a level 
which IS considered as the lower limit, it will restrict lending But, 
since we still assume perfect mobility of capital, the effect of this 
will be that borrowers are diverted to other banks, and that there 
IS merely a redistribution of borrowers as between the different 

• The same problem arises in a “spaceless” economy, if there are 
several banks of issue, or m a “ cashless ” economy (as imagmed by some 
writers) where the circulatmg medium consists solely of bank deposits 
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banks No differential rate can be charged by any one bank 
because we have ex hypothest a perfect market for loanable funds 
This analysis may seem somewhat strange and 
Central-hank unfamihar Our actual gold-standard experiences 
pohiy with are certainly very different The reason is that we 
localised are not really accustomed to assume perfect mobil- 
credit ity of loanable funds, although we are not always 
aware of the fact The assumption of perfect 
mobility of loanable funds does not indeed correspond to reality 
Any abandonment or relaxation of the assumption at this stage 
will brmg us much closer to the familiar realities of our gold- 
standard experience 

We shall continue to argue on the basis of a gold standard, 
under which the money is everywhere convertible into gold and 
a certain minimum ratio between the monetary circulation and the 
gold reserve is maintained But we now propose to assume a more 
or less complete locahsation of credit, and especially of central- 
bank credit This will give the monetary authorities a somewhat 
wider scope in the pursuit of a pohcy of expansion or contraction 
by means of variations in the supply of mvestible funds, independ¬ 
ently ot what happens in other countries The central bank of 
any particular country need not be afraid of being swamped by an 
immediate flood of demand for credit if it lowers its rate below the 
rate ruling in other countries Needless to say, there are other 
limits to an independent policy in the fact that we still assume a 
common monetary standard viz, gold These hmits depend 
on {a) the degree of localisation of credit and (h) the degree of 
closeness of trade connections as determmed by the locahsation 
of resources, transportation cost and the direction which is given 
to the flow of money by its successive recipients ^ Up to a certain 
point, these hmits can be widened by increasing tariffs and other 
impediments to the import of goods 

Within these hmits, the central bank of a country may try to 
offset expansionary or depressing influences from other countries 
If, for example, the balance of payments takes an unfavourable 


* Cf Paish, loc c%t, who introduces the concept of “ the Marginal 
Propensity to Import ” 
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turn and gold is withdrawn from the central bank for export, the 
central bank may maintain or even increase the amount of its 
habilities by the purchase of some other form of asset such as 
Government securities The length of time for which a country 
on the gold standard can persist in a pohcy of neutrahsing inflows 
and outflows of gold is, however, hmited, in the case of an outflow, 
by the stock of gold in the possession of the ccntial bank and, in 
the case of an inflow, by its stock of saleable assets other than gold 
Even within these limits, the monetary authorities may be unable 
to “ insulate ” the tountry against fluctuations in the money flow 
due to mternational causes Few would question then power to 
check a tendency to expand by means of a restrictive credit pohcy 
but the deflationary effect of an unfavourable change in the balance 
of trade may be too strong to be counteiacted by any purely 
banking pohcy A mere maintenance of the outstanding volume 
of central-bank money (notes and deposits), while it obviates the 
necessity for the commercial banks to pursue an active pohcy of 
credit restriction, is probably insufficient to compensate the defla¬ 
tionary effects of an adverse balance of payments It cannot 
completely compensate these effects unless the adveise balance is 
“ caused ” by an export of capital in the shape of purchases of 
foreign exchange and sales of Government and other national 
securities If the cause of the adverse balance is a switch-over of 
demand from home-produced goods to foreign goods, we may 
presume that the higher price of Government securities -ind the 
continued wilhngness of the banlong system to lend on short 
term will be unable to obviate—at any rate immediately—the 
deflationary consequences of a worsening of the anticipations of 
business-men 

The chief advantage of such a system as has been discussed is 
Its abihty to prevent the “ secondary ” unemployment which 
will otherwise follow a temporary droppmg-off in foreign demand, 
and to counteract to a large extent the export of capital and the 
dechne m capital imports The chief disadvantage of the system 
IS Its tendency to give rise to doubts as to the maintenance of the 
gold parity, and encourage large-scale capital movements which m 
turn render much more difficult the task of mamtammg the gold 
parity 
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By mentioning the possibility of a variation in 
Different the exchange ratios between the various currencies, 
national however, we introduce a new factor of considerable 
money units importance mto our analysis This we must now 
investigate more closely So far we have assumed 
that there is the same money m all countries We shall now 
suppose that each country has a money of its own—dollar, pound 
sterlmg, franc, etc —^which within its frontiers is everywhere 
acceptable as payment for goods and services, taxes, etc , but is not 
normally acceptable outside these frontiers 

So long as we assume these currencies to be closely hnked by a 
common standard which involves a constant exchange ratio be¬ 
tween these currencies, and so long as we assume that no question 
arises in any quarter as to the stability of these exchange rates, and 
that nobody antiapates the possibility of a variation m these rates, 
no new problems of any importance are raised by the introduction 
of a variety of national monetary units 

A new element of great importance, however, is introduced into 
the analysis when the possibility arises of variations in the exchange 
ratios between the different currencies ^ It is not even necessary 
that such exchange variations should actually take place The 
mere anticipation or apprehension of exchange variations will 
suffice to give rise to speculative movements of capital from one 
currency to another People will naturally prefer to hold money 
(and claims expressed in money) which is expected to appreciate 
than to hold money (and claims expressed in money) which is 
expected to depreciate The movement of capital will probably 
affect also the equities of the two countries, as well as the bonds, un¬ 
less there is some reason to expect that a relative rise m dividends will 
take place in the country whose currency is expected to depreciate 


Speculation 
on the foretffi 
exchanges 


Speculation on foreign exchange, like all specula¬ 
tion, plays a double role It may have a tendency 
either to offset or to accentuate disturbances 
arising from other sources If it is believed that 


no change wiU take place in the exchange rates, short-term 


* This new element clearly may arise without the previous introduction 
of a variety of national monetary units But it would seem convenient 
to introduce it together with the latter 
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capital movements of a stabilising character will appear whenever 
the other items in the balance of payments tend to disturb those 
rates In the case of a long-continued movement in one direction, 
such as might be caused by a transfer of demand for goods from 
country A to country B, speculative capital movements from B to 
A may offset the effect on the exchanges for some time, but later, 
either money (gold) must flow from A to B, or A’s currency must 
depreciate with reference to B’s If, however, the adverse develop¬ 
ment of A's balance on tradmg account is expected to be sufficiently 
considerable and sufficiently lasting to cause a transfer of gold 
from ^ to on such a scale as to lead to the abandonment of the 
gold standard by A, there will be a “ flight ” from A’s currency to 
B’s, which will accentuate the gold export and either advance the 
day when the gold standard must be abandoned or force A to a 
more severe deflation than would otherwise be necessary Antici¬ 
pations regarding movements in the foreign exchanges tend to 
their own fulfilment Similar pessimistic expectations, with 
similar unfortunate consequences, are hkely to be aroused by any 
signs of unwillingness on^’s part to exercise a deflationary pressure 
in response to an adverse trade balance, or by such devaluation on 
the part of B as makes a more adverse trade balance for A probable 
Under a gold-standard regime, the appearance of capital move¬ 
ments of the type described is an unhealthy symptom It means 
that the regime is thought to be in danger of breaking down 
When, on the other hand, national pohcies cease to regard the 
maintenance of exchange stabihty as something which must 
take precedence over all other considerations, and when even a 
single important group of countries decides to envisage the use 
of exchange variation as an mstrument of economic pohey, specula¬ 
tion regardmg the probable movement of the exchanges, and 
capital movements in connection with such speculation, are normal 
and inevitable features of economic life 

Before proceeding to enqmre what happens to 
“ Exchange the busmess cycle m conditions where countries use 
standards ” exchange variation as an instrument of economic 
pohey, we should perhaps pause to consider the 
cyclical imphcations of some of the other methods —i e , the 
methods othei than the gold standard—of maintaimng exchange 
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stability So far we have assumed that each country offers to 
exchange gold at a constant rate against its own currency, and keeps 
a reserve of gold which varies in some ratio with the volume of the 
monetary circulation An alternative method of keepmg the 
exchanges stable consists in buying and selling foreign exchange 
at a fixed rate and in treating foreign means of payment and claims 
thereto (balances abroad) as reserve instead of gold These are 
the famous “ exchange standards ”—“ gold exchange standard ”, 
“ sterlmg exchange standard ”, “ dollar exchange standard ”, etc 
For convemence, we shall refer to the countries whose central 
banks hold their reserves m the form of assets expressed m the 
monetary umt of some other country or countries as “ exchange- 
standard countries ”, and to the countries whose exchange provides 
the standard for the first group as “ reserve countries ”d A 
group of countries m which some (the “ exchange-standard 
countries ”) keep their reserves in the shape of the assets of the 
others (the “ reserve countries ”) may be called a single “ monetary 
group” of countries— eg, the “sterlmg bloc*\ To mamtam the 
unity of the monetary group, there must either be only a smgle 
reserve country whose currency, itself independent, provides the 
standard for the group or the reserve countries must have a com¬ 
mon standard— e g , gold * 

From the point of view of the individual exchange-standard 
country which thus “ pegs ” its exchanges to some other currency, 
the external money mechanism is exactly the same as under the 
gold standard, and the limits and possibihties of action to obviate 
expansionary or depressing influences from outside also remain 
in principle the same If the pohcy is carried through by the 
central bank, with foreign exchange taking the place of gold as 
the reserve against habihties which constitutes the country’s basic 

* The terra “gold-exchange standard” is a little too narrow, because 
it suggests that the “leserve countries” keep their reserve in gold or 
exchange their currency on demand into gold This need not be the 
case, as the example of the “sterling group” (“sterling bloc") shows 

• A two-sided or reciprocal exchange standard would be an arrangement 
whereby each member of the group undertakes to treat claims on all the 
others (foreign exchanges) as reserve Under such a system, clearly the 
country which pursues the most inflationary policy would set the pace for 
all the others and would force them to inflate too 
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money, there is no difference from an ordmary gold standard If it 
IS carried through by some other Government department which 
issues no money, such as an Exchange Equahsation Fund, the 
effect IS still the same, though the details are shghtly different i If 
the central bank sells foreign exchange, it diminishes its habilities 
to the pubhc (including the commercial banks) and so stimulates 
credit restriction If the Exchange Equalisation Fund sells 
foreign exchange and adds to its balance at the < cntral bank, the 
pubhc’s balances must dimmish pro tanto and credit restriction will 
follow as before 

From the pomt of view, however, of the world as a whole, the 
adoption of the exchange standard in preference to the gold 
standard may make a considerable difference to the money supply 
and may thereby affect the cyclical movement 

The transition from the gold standard, where every country 
holds a gold reserve in a certain proportion to its circulation, to 
a system wheie a number of countries hold no gold is bound to 
have an inflationary effect on the woild as a whole A change in 
the opposite direction tends to have a deflationary effect 

The very existence of such a system—and not 
The exchange merely its introducuon or abandonment—is likely 
standard to exert some mfluence on the supply of money in 
in operation all the countries concerned Under the gold stan¬ 
dard, any one country that expands faster than the 
others will lose gold and be forced to stop expandmg With some 
quahfications, which follow from what has been said in the previous 

* A policy of " offsetting ” influences operating through the balance 
of international payments on the internal situation which has been pro¬ 
nounced to be the mam object of the various equalisation accounts 
(c/ , e g , N F Hall, The Exchange r<mahsahon Account (1935), passim) 
can be pursued and has frequently oeen pursued without a separate 
fund by the central bank It must, however, be admitted that the 
psychological, legal and administrative reasons for and advantages of a 
separate account may be very important On the policy of the Biitish 
fund compare also F W Paish “ 'ihe British Exchange Equalisation 
Fund in 1935 ”, Economica, 1936 Idem, 1935 * 1937 . Economica, 1937 
b E Harris, in his Exchange Depreciation, 1936, discusses also the 
American experience On various technical points compare also 
Th Balogh “ Some Theoretical Aspects of the Gold Problem ”, Ecowowica, 
1937, Memorandum on Money and Banking, Vol I, published 

annually by the Economic Intelligence Service of the League of Nations 

29 
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sections, we may say that, under the gold standard, the country 
with the least-rapid expansion sets the pace for the whole system 
Under the new system, where a number of countries belong to a 
smgle monetary group in the sense defined above, this restrain- 
mg force will cease to operate m one direction The reserve 
country or countries, even if they themselves are “ on gold ”, 
need not be afraid of losing gold to the dependent exchange- 
standard countries This restraming force is, however, still 
effective in the opposite direction When the exchange-standard 
countries expand more rapidly than the reserve countties, the 
monetary reserves of the former—that is, their balances with the 
latter—tend to be depleted 

The mechanism of the exchange standard may however, 
provide automatically a certain substitute for the gold brake, 
although an unrehable and a weak one Suppose an expansion 
takes place in the reserve countries, and their balance of payments 
vts-d-vis the exchange-standard countries becomes unfavourable 
m consequence The latter will find their central-bank reserves 
mcreased accordingly Much will then depend on the precise 
form m which these reserves are kept If they are held as demand 
deposits in the reserve countries, the latter—while suffering no 
reduction in their own gold, or other, reserves—will nevertheless 
experience some deflation Money will have been withdrawn from 
circulation, as it were, and sterilised in the form of demand deposits 
This deflationary effect wiU be attenuated almost to vanishmg- 
pomt, if the extra reserves of the exchange-standard countries are 
invested on the bill market or in securities In any case, the 
expansion m the reserve countries will not experience to the full the 
usual “ brakmg ” effect of the rise of the adverse trade balance— 
namely, a fall m the gold reserve and a consequent credit restriction 
by the bankmg system 

On the other hand, under a gold standard, if one country 
expands and loses gold to others, it exerts an expansionary effect 
on the latter by strengthening their gold reserves With the 
exchange standard in operation, this expansionary influence ceases 
to be effective in the direction from the exchange-standard coun¬ 
tries to the reserve countries If an exchange-standard country 
expands, the reserve countries do not experience an increase in 
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their basic money supply On the other hand, this expansionary 
influence still operates in the opposite direction When the reserve 
countries expand, the exchange-standard countries will find them¬ 
selves with an increased money supply and will be tempted to 
expand also 

From this argument, it would seem to follow that an upswing 
(or downswing) starting in a reserve country ''^ill be hkely to 
spread more easily to other parts of the world, and go farther 
than It would under gold-standard conditions, because the exchange- 
standard countries will benefit (suffer) both in respect of their trade 
and m respect of their reserves while the reserve countries will not, 
as under the gold standard, lose (increase) their reserves Simi¬ 
larly, an upswing (downswing) starting with the exchange- 
standard countries will be less hkely to spread, and will go less 
far, than under a gold standard 

So much, however, cannot be said without quahfication, at any 
rate when we are considering a gold-standard system where locah- 
sation of credit is not complete Suppose, for example, an expan¬ 
sion m reserve country A A’s trade balance with exchange- 
standard country B deteriorates, but capital movements from B to 
A may be induced in such quantities that A’s balance of payments 
with J 3 actually improves Under gold-standard conditions, A’s gold 
reserve will rise in spite of the adverse trade balance, and this will 
help to increase hquidity and the supply of funds through the 
machmery of the bankmg system in A The effect of the exchange 
standard may weU be such as to counteract the mfluence of these 
capital movements When capital moves from B to A —that is, 
when B’s citizens are buying A’s equities—the central bank in 
B will be forced to reahse on its reserves It may, eg, sell A’s 
Government securities if its reserves are invested in such securities 
The favourable effect on A of the capital movement from B will 
thus be largely offset 

We may now return to the discussion of the point 
Variations in raised earher m this section—viz , the influence on 
exchange the cychcal movement of systems which either use 
rates variations m the exchange rate as mstruments of 
pohcy or allow the exchanges to vary whenever the 
forces of the market tend to bring about a change in the rate 



436 Nature and Causes of the Cycle Part II 

We have seen that a most important—and, we may say, very 
disturbing—consequence of systems m which stability of the 
exchanges is no longer regarded as axiomatic is to be found in the 
extensive and irregular capital movements to which such systems 
give rise By “ iriegular capital movements ” we mean move¬ 
ments which are not induced by differences in the interest rate and 
do not therefore necessarily proceed from the rich countries to the 
poor countries, but on the contrary (so to say) “ up-stream ”, and— 
what IS perhaps the most disturbmg feature of all—are subject 
to rapid fluctuations and abrupt changes of direction 

Naturally, there are different degrees of uncertainty as to the 
future of the exchanges Different people will react to a pro¬ 
spective change in the exchange rate with different intensity In 
the case of small countries where exchange transactions are fami- 
har, or populations (eg, in Central Europe) where the memory of 
drastic depreciation of the currency is still fresh, a shght change 
or the danger of such a change will mean more, and will induce 
a more violent reaction, than in other countries Furthermore, the 
effect of changes in the exchange rate on international capital 
movements frequently cannot be separated from other factors 
often alternative to changes in the exchange rate, such as 
transfer moratoria, partial defaults and the hke Therefore, so 
far as the details and the magnitude of the reaction are concerned. 
It IS impossible to generalise each case must be considered on its 
own merits In a general way, we can only say that unstable 
exchanges unquestionably hamper normal international lending 
They are one of the most powerful obstacles m the way of equah- 
sation of interest rates between countries The irregular capital 
movements to which they give rise introduce an erratic factor 
which may considerably disturb the cjchcal movement, givmg it 
sometimes a quite unexpected turn 

After these general considerations, we shall now discuss two prob¬ 
lems . (i) the consequences on the business cycle of a defimte act of 
devaluation—that is, of a deliberate and substantial change of the ex¬ 
change rate, and (2) certain pecuharities (not to say paradoxes) arismg 
under a system of “ free exchanges ”—that is, under a system where 
the exchanges are allowed to vary with the variations of supply and 
demand m the market and no attempt is made to keep them stable 



437 


Chap 12 International Aspects oj Business Cycles 

Recent years have provided many examples of 
Curreny dehberate and substantial changes in exchange 
devaluation rates Since the gold value of a currency is still 
regarded as the norm, and since the initiative is 
almost invariably taken by the country whose currency is depre¬ 
ciated, these changes in the exchange rate are commonly referred 
to as a depreciation or devaluation of a currency in terms of the 
other currencies, although the depreciation of one currency 
necessarily imphes the appreciation of the others The conse¬ 
quences of these changes on the international and domestic trade 
of all the different countries involved have been extensively 
discussed in connection with recent experiences ^ It is not pro¬ 
posed to reproduce all the arguments which may be, or have been, 
advanced for or against devaluation under the various possible 
circumstances It is proposed, instead, to apply our analysis of 
the cyclical movement in order to trace the mam channels through 
which alterations in exchange rates are likely to exert an expan¬ 
sionary or depressmg influence on the national economies con¬ 
cerned, and to mdicate the relevant circumstances on which 
the resulting effect will depend 

We assume that, before and after the devaluation, the coimtries 
concerned will pursue a pohey of stabihsing the existing rate, at 
any rate for the time being If the exchanges are allowed to 
fluctuate freely with the changes of supply and demand, we have the 
system of “ free exchanges ” which will come up for discussion later 
In order to make it easier for the reader to follow the analysis, we 
shall refer to the country or coimtries whose currency has been de¬ 
valued as “ D countries ” or simply D ” and to the country or 
countries whose currency has appreciated as countries ” or “A ” 

We have first the effect of an act of devaluation 
Effects on on the flow of goods— i e , on international trade 
exchange of (We shall disregard for the moment effects due to 
goods the stimulation of capital movements) In the 

case with which we arc concerned, the mfluence 
is clearly expansionary for the D country Exports are stimulated, 
imports are made more difficult Export industries and industries 

‘ Compare the exhaustive treatment by S E Harris, Exchange 
Depreciation (Cambridge, Mass), 1936 
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which compete with imports will benefit Their demand for inves- 
tible funds will rise, or cease to fall off, or cease to fall off so rapidly, 
and this will have favourable repercussions on other trades The 
fact that imported raw material rise in price in terms of the domestic 
currency is unhkely to nulhfy altogether the benefits referred to 
So far as these raw materials enter into export goods, their rise in 
price will offset only a part of the export premium afforded by the 
depreciation of the currency So far as they are used for domestic 
purposes, the adverse influence may possibly be more potent 
Devaluation haa a favourable effect, not only on the demand for, 
but also on the supply of, investible funds The augmentation 
m the supply is due to the increased gold reserve resulting, not 
merely from the improvement in the balance of trade, but also from 
the marking-up of the value of the existing reserve m terms of the 
local currency. If there was a pressure on the gold reserve of the 
central bank, it will be lessened or removed, and so an obstacle 
to recovery may be eliminated 

For similar reasons, in so far as the influences on exports and 
imports of goods and services are concerned, the effect of a variation 
in the exchange rate on the A country or countries will tend to be 
depressmg 

„ What will be the influence on the world as a 

itiiitiPficR 

, ,j whole ^ Will the combined effect on both the D 
on the world . , . , , r, 

as a whole ^ countries be expansionary or deflationary ^ 

So far as the influence exerted through the supply 
of mvestible funds is concerned, it is possible to make some 
generalisations If, as is likely, the devaluation takes place 
under the pressure of a declining gold supply, and if the A 
countries have an ample gold reserve, the combmed effect 
wiU be expansionary The result will be an alleviation in the D 
countries and no particular " tightness ” in the A countries If the 
roles of the two groups are changed, the result will be the opposite 
We may also put it this way The result will be expansionary if 
the devaluation constitutes a movement towards an “ mtemational 
equilibrium ”, and deflationary if it leads away from equibbrium— 
the criterion for an international equilibrium bemg the absence 
of persistent gold movements and of abnormal capital movements 
motivated by an anticipation of a fall or rise m the exchange rate. 
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Agam, It will be expansionary when it corrects an “ over-valuation ” 
of the depreaated, and an “ under-valuation ” of the appre¬ 
ciated, currency it will be deflationary when such a disparity is 
accentuated ^ The criterion of over- and under-valuation is 
the divergence from the equilibrium level as defined above ^ 
Naturally, the devaluation may be so strong as to create a disparity 
in the opposite sense It is common knowledge that this has in 
fact frequently occurred 

It is much more difficult to say anything definite on the world 
effect, so far as the mfluence on the demand for investible funds 
IS concerned In the D country, owing to the encouragement of 
exports and discouragement of imports, the demand for invest¬ 
ment funds will be stimulated In the A countries, the demand 
wiU be unfavourably influenced, even if (owing to the existence of 
ample reserves) the supply of investible funds is not affected at all 
It IS impossible to say whether the expansionary effect in D or the 
deflationary effect in A will be stronger Much will depend on 
certain lags If, for example, a cumulative expansion process m 
D has time to develop before a contraction in A has got under 
way. It will have favourable repercussions on A, so that A may 
be relieved from the initial pressure produced by the devaluation 
It IS, however, probable that the total result will 
"Effect on be decisively influenced by other factors to which we 
capital must turn now We are thinking of the influences 
movements which a variation m the exchange rate may exert 
through capital movements and possibly through 
“ psychology ” (In practice, there are, of course, still other 
factors to be considered—viz, the probabihty of retaliatory 
measures in the sphere of currency manipulation or of commeraal 
policy There is also the effect on the international economic 
policy of the D country itself to be considered The devaluation 
may enable a country to relax impediments to mternational 

* Compare P B Whale “ The Theory of International Trade in the 
Absence of an International Standard ” in Econotmca, London, February 
1936, pages 33 and 34, for a discussion of the terms “ over-valuation ” 
and “ under-valuation”, and Harris, loc cit , passim 

• Measurements of “ purchasing-power-parity ” based on comparisons 
of price levels or of changes in price levels in both countries afford only 
very rough and unreliable criteria of over- and under-valuation 
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trade such as quotas, tariffs or exchange restrictions These 
considerations may sometimes be of vital importance but they fall 
outside the scope of the present study ) 

A devaluation is bound to have a strong influence on the move¬ 
ment of capital, and the fundamental effect on the trade currents 
may be blurred as a result Since it is not probable that a devalua¬ 
tion will come quite unexpected out of the blue, it may be assumed 
that It will be preceded by capital outflows from the D country 
After the operation has been accomplished, it is bkely that these 
capital flows will cease or even be reversed It will be apparent, 
if this happens, that the operation of these developments does not 
run counter to the fundamental influence exerted on the D and A 
countries through the effect on the export and import of goods 
and services, but, on the contrary, accentuates and anticipates it 
In this case, the devaluation will be regarded as successful from the 
point of view of the D country This result depends, however, 
on certain expectations being created—in particular, the expecta¬ 
tion that the devaluation will be defimtive for a considerable time 
to come It does not necessarily follow that this expectation will 
be created The devaluation may be regarded as no more than a 
first step, to be followed by others in the same direction In that 
case, capital movements away from the D countries may be induced, 
and the favourable effect on the supply of investible funds in the 
D economy will be postponed 

While ordinarily the effects of devaluation in a single country on 
the world situation—through changes in the trade balances and 
revaluation of the gold reserves of the countries affected—may be 
said to be on the whole inflationary, the capital movements which 
may be mduced will probably have a deflationary effect on the 
world as a whole, and the deflationary effect may be stronger on 
balance than the inflationary effect 

Ordinary capital movements— i e , movements 
Deflattonary induced by disparities in mterest rates or profit rates 
ejfects oj in different countries—must be counted as expansion- 
capitalflights ary, because money which may have been in part 
hoarded m the country of origm owing to its lower 
rates of mterest will be invested to a greater extent m the capital¬ 
importing country because of its higher rates of interest 
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This presumption does not hold good of capital movements 
motivated by the desire to profit by, or to avoid losses from, 
expected exchange movements It is even hkely to be reversed if 
the movement of funds assumes large proportions The potential 
extent of such “ abnormal ” capital movements, when people are 
thoroughly scared, is much larger than any “ normal ” capital 
movement could be, and they may expose the capital-exportmg 
country to a much more serious dram of gold than is likely to 
develop m a short period of time from an adverse movement in 
the trade balance Consequently, the funds will m all probability 
tend to move from a country with a high rate of interest to one 
with a low rate 

This in Itself would tender probable the view that the capital 
movement is deflationary but, in addition, there is the attitude of 
the receiving country to the extraordinary import of capital to 
be taken into account It will be reahsed that funds ot this 
nature are hable to be withdrawn as quickly as they appear 
Banks with which foreign balances are deposited regard them as 
“bad” ot “hot” money, and will not re-lend more than a relatively 
small proportion of them If the banks are incautious, the central 
bank will probably reahse that the increase in its gold reserve 
occasioned by the afflux of foreign funds is hable to disappear at 
short notice, and will refrain from expanding central-bank 
money accordingly Thus, while the flow of funds will cause 
a considerable reduction in investment in the countries from 
which It comes, it will be largely sterihsed in those to which it 
goes 

We turn now to the discussion of an extreme case 
Free in our scale of possible relationships between the 
exchanges currencies of different countries—viz, the case 
where the different national currencies are com¬ 
pletely independent of one another This is the exact opposite 
of a completely unified world monetary system This system of 
“ free exchanges ”, as we may call it, gives rise to a number of 
pecuhar reactions, which stand m sharp contrast to our famihar 
gold-standard experience It is not suggested that such a system 
has ever existed in a pure form It is nevertheless instructive to 
enquire into its probable consequences first, because there are 
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monetary arrangements which come near (and tendencies which 
would brmg us near) to such a system and, secondly, because 
certam implications of familiar views derived from gold-standard 
experience are brought out very clearly by contrast ^ 

Let us first give a precise defimtion of what we understand by 
“ complete independence of two national currencies ” Independ¬ 
ence implies, of course, the absence of an international standard 
The exchanges are allowed to vary according to the situation of 
demand and supply in the market No central bank or other 
institution interferes in order to stabilise the exchange at any 
particular level While, under the gold standard, a disparity 
between demand and supply m the exchange market leads to a 
flow of gold from one country (or region) to the other, no such 
money flows are possible under the “free-exchange system” 
While, under the gold standard, equihbrium in the balance of 
payment is eventually restored by contraction in the amount and 
flow of money in one country and expansion in the other, with 
free exchanges this equihbrating function is assumed by variations 
in the exchange rates The free-exchange system may also be 
described in the following manner The money circulating in 
any given country is strictly confined to the territory of that 
country There is no arrangement to enable money m one 
country to be transferred to another country and used there for 
paying debts and buying goods, whether directly or mdirectly 
through the intermediary of a central bank or an Equalisation 
Fund with a stock of foreign money which it sells at a more or 
less fixed price against domestic money, thereby contracting the 
circulation of the one, and expanding the arculation of the other, 
currency * Anyone who wishes to buy foreign means of payment 
for the purpose of buying foreign goods or making investment 


• Compare the very illuminating article by P B Whale, op cit, 
pages 24 and 38 

* We shall see that it would be incorrect or, rather, that it would beg 
important issues and exclude important eventualities if we were to 
conclude from this that, in any given country, the total demand for goods 
m terms of money (MV] remains constant m face of changes in the 
international transactions (owing to fluctuations in commodity trade or 
capital movements) 
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abroad must secure them through the market from those who 
desire, for similar reasons, to sell foreign means of payment 

When considermg a state of affairs where varia- 
The tions m the exchange rate are used to restore 
“ impact ” equihbrium in the foreign-exchange market, we are 
rate of confronted at the outset with a difficulty ^ At any 
exchange given moment, there is a volume of international 
payments to be made under existing contracts If 
there is a deficit in country A's balance at a certain point of time. 
It IS by no means certain that it can be wiped out by any variation 
in the exchange rate Whether this is possible or not depends on 
the currencies in which the debts fallmg due at a given moment are 
expressed “ If all payments contracted for between two coun¬ 
tries are fixed in terms of the currency of one of them, it is clear 
that no variation in the exchange rate can alter the relation between 
the two sides of the account If all the credit items of country 
D are expressed in D’s currency and all debit items m A'& currency, 
a deficit in D’s account will for the moment be aggravated by a 
depreciation in D’s currency (although, if the depreciation had 
time to exert its influence on exports and imports, it nught restore 
equilibrium) The deficit could immediately be wiped out by an 
appreciation in D’s currency, but it is difficult to see how the 
market mechanism can pioduce such an appreaation under the 
assumed circumstances • for, if there is a deficit m D’s balance, 
D’s demand for A’s money will rise and A’s currency wiU appre¬ 
ciate—which, as we have seen, aggravates the situation (This 
is what Graham calls a “ self-inflammatory ” exchange variation ) 
It is only when D’s debit items are fixed in D’s currency and its 
credit Items in A’s currency that we can expect the exchange 
market to achieve a smooth adjustment automatically through 
a depreciation of D’s currency 

* F D Graham has called attention to this difficulty in his article 
“ Self-limiting and Self-inflammatory Movements in Exchange Rates ” 
in Quarterly Journal of Economics, Vol 43, February 1929, pages 221-249 
See also by the same author Exchange, Prices and Production in Hyper¬ 
inflation Germany 1920-1923 (1930). pages 136 et seq Compare also 
P B Whale, op cit , pages 27 and 28 

• P B Whale, op cit , page 27 
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We may, however, get round this difficulty 
Ttansfet of (which is probably of no practical importance) by 
demand relaxing our assumptions a little, so as to allow of 
under ‘‘free some private or official transactions with the object 
exchanges ” of preventing these short-term fluctuations Sup¬ 
pose, then, that there are no capital movements at 
all other than those involved by the ephemeral transactions )ust 
mentioned In these arcumstances, a switch-over of demand 
from country D to country A occurs ^ by reason (say) of a change 
in the taste of the consumers in A and / or D, or the introduction 
of a new tariff in A, or a rise in cost of production m an export 
industry of D, or a reduction in cost in a competing mdustry 
in A In the assumed conditions, the value of D’s currency 
must fall relatively to that of ^ J’s currency The farther it falls 
the cheaper wiU D goods become m terms of A’s currency and 
relatively to A goods If the elasticity of demand for imports in 
terms of the local currency can be assumed to be greater than unity 
both in A and mD,D will spend less D money on imports from A 
and A will spend more A money on imports from D The rate of 
exchange will be such as to equilibrate the value of D’s import (^’s 
exports) and A’s imports (D’s exports) Thus, the more elastic the 
reciprocal demand of A and D for each other’s products, the less 
the need for D’s currency to fall in value relatively to A’s currency ^ 
What will be the consequence of this change on the internal 
situation in A and D ^ Under the system of “ free exchanges ”, 
there is no flow of money between countries D’s banking 
system is not any less liquid, or A’s any more hquid, in consequence 
of the change m demand than before There is thus no reason 
for a change in the supply of mvestible funds in the two countries 
Nor IS It clear how the demand for mvestible funds will be affected 
The imtial transfer of demand meant greater profitabihty m the 


* We call the two countries A and D in order to keep in mind that A 
IS the country the currency of which will appreciate, and D the country 
the currency of which will depreciate 

• If we suppose the two countries to have close trading connections, 
with competing industries and potential export and import capacity, 
we may safely assume an elasticity greater than unity This is still truer 
of one country ms-d-vts the rest of the world 
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A industries and less profitability in the D industiies directly 
affected, but the modification in the exchange rate provided an 
exactly equivalent stimulus to the D industries and a setback to the 
A industries The conclusion must be that, if the transfer of 
demand from D to A has any effect whatever of a stimulating or 
depressing nature on either D or A, it must be because of some 
pecuharities m the mdustries mvolved In both countries, there 
IS a horizontal shift in demand, and the outcome will depend on a 
number of factors which have been analysed m an earlier chapter 
The only a prion justification we might have for expecting an 
upswmg in A and a downswing m £> is that the initial switch-over 
m demand may be anticipated by the mdustries concerned to a 
greater extent than the counter-effects on export industries as 
a whole due to exchange variations 

It will be noted that this is very different from 
Comparison what we are accustomed to expect under a gold- 
with standard regime We have, e g , argued that, under 
gold standard the gold standard, the imposition of a tariff has an 
expansionary effect on the country which imposes 
the tariff and a deflationary effect on the country whose goods are 
shut out from the market of the former This rule does not hold 
good under a system of free exchanges The difference between 
the two systems may become clearer, if we put it m yet another 
way Assuming no capital movements, an mcrease m exports 
from country A to country D imder a free-exchange system will 
produce an immediate equal mcrease in imports Under the gold 
standard, some time will elapse before the effect is apparent. In 
the meantime, money will flow from D to A —or rather, under a 
one-sided or two-sided exchange standard, money will not flow 
physically, but the central bank m A will expand on the basis of 
increased balances m D This intermediate step is cut out under 
a system of free exchanges, and thus the necessity for expandmg 
m the one, and contracting m the other, country is eliminated ^ 


• It IS interesting to note that, frequently, free traders use argfuments 
which are appropriate (as a short-run proposition) only to a free-exchange 
system and not to a gold standard —e g , when they point out that a 
decrease in imports must be followed by a decrease in exports and vice versa 
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By reasoning not essentially different from the 
'Localisation above, it can be shown that, under free exchanges 
of prosperity without capital movements, there will be no 
and tendency for prosperity or depression to commu- 
depression nicate itself from country to country On the 
complete other hand, they will tend to spread more tho¬ 

roughly throughout all the industries within the 
country than they do under gold-standard conditions 

Suppose an expansion process is started in country D Prices 
and incomes rise Imports will go up, and D’s currency will fall 
relatively to A’s currency Bat,part pasiu with the rise in imports, 
exports will grow, so that the boom in D will develop unweakened 
by a dram of money abroad Country A, on the other hand, will 
experience an mcrease in exports no less than m imports Whether 
on balance these two changes will be expansionary or deflationary 
will depend on the same set of circumstances as the expansionary 
or deflationary character of a horizontal shift m demand Under 
a system of free exchanges, the powerful factor which under a 
gold standard dips the balance on the side of expansion—viz , the 
mflow of money—is lackmg By analogous reasonmg, it can be 
shown that contractions also lose much of their contagious 
character The free-exchange system ehmmates from the economic 
mterchange of different countries the most important carrier of 
the boom and depression bacillus—^namely, the flow of money 
across frontiers 

Let us now consider the effect of capital movements 
Capital under a system of free exchanges Suppose people 
movements in D seek to mvest money in A for any reason, or 
under free people in A seek to borrow money from D No 
exchanges money can move, but the demand for money rises, 
and U’s currency falls in value accordmgly D’s 
exports rise, and/or imports fall, by the amount which is being 
invested abroad The capital movement at once brings about 
an export surplus in D’s balance of trade, which is an import 
surplus from A’s pomt of view 

The effect of this movement on D, the capital-exporting country, 
IS very likely to be expansionary Demand for goods as a whole 
has certamly not fallen but it may well have risen if even a small 
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part of the money which seeks investment abroad comes out of 
hoards, or would have been hoarded if the transfer abroad had 
not been possible 

In the capital-importmg country A, the effects are the contrary— 
VIZ , deflationary The money which people in D want to invest 
in A can be made available only by an import surplus in A —that is. 
It IS withdrawn from the sales of A products More goods are 
offered for sale in A but total demand has not risen It will be 
seen that this deflationary effect obtains even on the most favour¬ 
able assumption viz, the assumption that the money made 
available in A for investors in D is spent on goods—; e , is really 
mvested If—as may be the case with speculative movements 
of capital—a part of the money is kept m liquid form, the 
deflationary effect is accentuated 

From the pomt of view of our gold-standard 
Contrast experience, it appears highly paradoxical that the 
with capital-exporting country should be stimulated 
gold standard and the capital-importing country depressed as a 
result of capital movements I 

The difference between the modus operandi of the two systems 
may again be put this way Under a gold standard, capital export 
will usually not produce an immediate corresponding movement 
of goods ’ It will first lead to a money flow, which will then 
induce a flow of goods This intermediate phase is cut out under 
the operation of a system of free exchanges 

In the light of this analysis of the effects of capital movements 
under free exchanges, we may reconsider the case of a switch-over of 
demand from D goods to A goods D’s currency will depreciate 
This may mduce speculative capital movements Suppose the 
movement of the exchange is believed to be temporary and hkely to 

* Under exceptional circumstances, it may happen that the money 
which D lends to A is spent in A entirely on D's or ^’s export goods, so 
that the change in the balance of trade is brought about without friction 
—that is, without a relative or absolute contraction in the lendmg, and 
a relative or absolute expansion m the borrowmg, country (Compaie 
R Nurkse, Internationale Kapitalbewegungen, Vienna, 1935, pages 121, 
122 and 144 ) Owing, however, to transport cost and the resulting 
localisation of demand for goods, this will rarely happen to the extent of 
100% of the sum transferred. 
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be reversed—as it will be, eg,)Si the case of seasonal movements 
In that case there will be a movement out of A. values (money, debts 
and bonds) into D values This flow of funds will run counter to 
tlic nitial transfer of demand and will to some extent obviate a fall 
in D's money It will also produce an import surplus in D The 
result—in accordance with familiar gold-standard experience—will 
therefore be that the transference of demand stimulates business in 


the country to which the demand is transferred, and depresses it in 
the country from which the demand is transferred The role of gold 
movements is thus taken over by speculative capital movements 
It is, however, clear that thmgs may take an entirely different 
turn, and that the gold-standard reactions may be, not reproduced, 
but reversed under free exchanges People m D may become 
fearful of their currency’s falling still lower In that case, 
capital movements from D to A will set m, and D’s currency will 
be depressed still more The result, as explained above, will be 
that D, the country which lost the trade in the first instance, will 
be stimulated by the export of capital, while depression will spread 
in the country which originally gained the trade 

_ . In the foregoing pages, we have assumed a capital 

^ movement to take place however occasioned, 

movements , , , „ i 

induced b have investigated its influence on the 

the c cie economic situation and the cyclical fluctua- 

tions m the two countries concerned But the 


cychcal variations themselves are likely to give rise to capital 
movements which in turn will react on the cycle m those countries 
An analysis of these reciprocal mfluences leads us to reconsider 
a case discussed a few pages earlier ^ Argumg under the assump¬ 
tion that no capital movements were taking place, we there 
reached the conclusion that, under the system of free exchange, 
the most important channels through which prosperity and depres¬ 
sion spread from country to country are blocked This result 
must now be modified through the application of our analysis 
of the consequences of capital movements 

Suppose that a boom flares up m country D because new 
investment opportumties have appeared If tlus attracts foreign 


‘ See above, page 446 
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capital, the expansionary stimulus is at once transmitted to the 
other (capital-exporting) countries, while the expansion is hampered 
in the country D, where the stimulation first arose * If, on the 
other hand, the expansion in D is brought about or fostered by 
a cheap-money policy and if thereby capital is driven out of the 
country D (to take advantage of the higher interest rates abroad), 
the expansion in D is still further mtensified by the outward 
capital movement The outside world, instead of basking in 
the rays of prosperity cast by D, feels a chilhng wind from that 
quarter and may even be thrown into a vicious spiral of deflation ® 

It would not be difficult to construct other cases and to analyse 
them along the hnes indicated But the general conclusion 
already stands out clearly our previous result that under free 
exchanges the cychcal movement in different countries is independ¬ 
ent needs modification if capital moves freely It is, however, 
not qmte correct to say without qualification (as has sometimes® 
been said) that capital movements tend to reproduce gold-standard 
conditions On the contrary, they may produce exactly the oppo¬ 
site result from what we would expect under an international gold 

‘ It IS impossible in this case to decide on general grounds whether 
D's currency will appreciate or depreciate, because there are two conflicting 
forces at work The inflow of capital tends to push up the value of D's 
money, the rise in prices and incomes tends to depress it We may 
perhaps suppose that the first factor is likely to exert its influence first, 
so that the currency will appreciate The result is, however, in pimciple 
independent from the direction in which the exchange rate moves 
Compare next footnote 

* It should be noted that this is not berausc D’s currency has fallen 
m value, but because of the export of capital from D The same result 
that prosperity in one country spreads depression to others could obtain 
with the D currency appreciating Suppose the present case is complicated 
by a fortuitous shift m demand from A- to D-goods, strong enough to 
over-compensate the influence on the exchanges exerted by the capital 
outflow from D, so that D’s currency actually appreciates It follows from 
our preceding analysis that, abstracting from fortuitous circumstances 
which may work out either way, this shift in demand is neutral , it does 
not tend to stimulate the country to which demand has shifted and to 
depress the other from which it was drawn away It goes without 
saying, however, that exchange fluctuations may become relevant by 
inducing speculative capital movements Unfortunately, there is no 
possibility of telling m general which way these speculative capital 
movements will go 

• Cf , e g , Whale, loc cxi 

30 
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standard Under free exchanges with free flow of capital, the 
cychcal movements m different countries are not mdependent of 
each other, in that respect, the system of free exchanges with free 
mobility of capital resembles gold-standard conditions While, 
however, under a gold standard an expansion (contraction) in one 
country tends to produce expansion (contraction) m the other, 
under free exchanges with capital movements expansion (contrac¬ 
tion) in one country may just as well induce a contraction 
(expansion) abroad as an expansion (contraction) 

The short-run nature of the preceding analysis 
Limtatton should be kept in mmd We have been concerned 
of foregoing with the effects of temporary fluctuations in capital 
analysts movements, not with the ultimate effects on the 
economic development of a country of a long- 
continued flow of capital imports or exports Moreover, even the 
short-run effect of individual items in a continuous flow to which 
the countries concerned have already adapted themselves is a quite 
different matter from the effects of extraordmary fluctuations 
The classical contention that capital exports from the industrial 
countiies of Western Europe and the United States to the other 
parts of the world were indispensable for the rapid development 
of the latter and beneficial to the whole world, including the capital¬ 
exporting countries themselves, is not in the least invalidated or 
made conditional upon the existence of an international gold 
standard* by our somewhat paradoxical result to the effect that, 
under free exchanges, capital imports and, under an international 
standard, capital exports are hkely to have a deflationary influence 
It should be remembered furthermore that this deflationary 
mfluence is relative to the situation which would otherwise 
prevail If a rapid monetary expansion is m progress, the defla¬ 
tionary check which an inflow of capital provides may be very 
wholesome This will be the case especially if the supply of unem¬ 
ployed factors of production is small and inelastic, as it is likely 
to be m poor and industrially undeveloped countries. Once again 


' It IS, of course another question whether the absence of an interna¬ 
tional standard would not increase the risk of foreign lending so much 
as to restrict it considerably 
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the reader must be requested not to ascribe indiscriminately a 
positive value to expansionary and a negative value to deflationary 
effects. 

The reader would do well to regard this chapter 
Possible as containmg an exposition of a method of analysis 
extension of rather than a presentation of definite results which 
preceding can be applied without turther investigations to 
analysis concrete cases Witli this caution, it is possible 
to apply the analysis of the effects of capital move¬ 
ments, mutatis mutandis, to other types of unilateral payments such 
as interest and dividend payments reparations payments, war 
debts and the hke But this extension of the argument must be 
made with great care, keeping in mind all the assumptions, espe- 
aaUy those as to the elastiaty of supply of investible funds from 
inffationary sources, on which the results of our analysis were 
based ^ 


* It is quite likely that, say, reparation payments from one country 
to another will affect the “ propensity to consume ” or the “ propensity 
to save ” (to borrow these expressions from Mr Keynes) in a different 
way from ordinary commercial capital movements In the receiving 
country, e g , the propensity to consume might be stimulated If that is 
the case, we must expect results different from those resulting from 
capital movements 
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DESCRIPTION Ot THE INDICES ILIUSTRATING CYCLICAL 
MOVEMENT IN VARIOUS COUNIRIES' 


The “ reference c>cle curve ” gives for eacJi country for the years 
1880 or 1890 to 1931 a diagrammatic picture of the general fluctuations 
in business activity as described by W L Ihorp in the volume Business 
Annals (1926, National Bureau of Economic Research , continued in 
the National Bureau News Bulletin, No 43, September 1032) This 
verbal account has been evpressed in visual terms by assigning a numerical 
value to the main characteristics cited for each year as follows 


Exceptional prosperity 

f 1 

Prospcritv 

+ 2 

Mild prosperity 

+ i 

Mild depression 

— I 

Dcpicssion 

— 2 

Deep depression 

— 8 

Revual (Recession) 

preceding level 


Each year is indicated on the curve by a point, the level of which is 
intended to represent the average activity during the year In cases 
where a reversal of the situation occurred during the first half of the 
year, the level is determined by the situation prevailing aftei the turning- 
point If the revel sal octuried during the second half of the year, the 
situation before the turning-point has been held decisive The other 
indices are described below, country by country 

United States of America 


Industrial Production 

1880-1920 Index of the volume of mining output E T Day, 
Review of Economic Statistics 

1899-1920 Index of the volume of manufacturing output 
E E Day, ihid 

1920-1935 E'ederal Reserve Board indices of industrial produc¬ 
tion general index and group index for mining 


' See pages 266 and 267 
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Employment in Manufacturing Industries 

1899 1923 Professor P H Dougl\s' index, The Theory of 
Wages 

1919-1933 Bureau of Labor Statistics index 
United Kingdom 

Industrial Production 

1880-1931 Hoffmann’s index WelUuirlschaftliches Archtv, 

September 1934 

1927-1935 Board of Trade index 
Employment 

1880-1925 Peicentage of employment (— 100 — the percen¬ 
tage of unemployment) among trade-unionists Abstract of 
Labour Statistics 

192(1-1935 Idiin, among compulsorily insured workers Abstract 
of Labour Statistics 
General Business Activity 

1880-1913 Miss D S Thomas’ index Journal of the American 
Statistical Association, March 1926 

192•(.-1935 Ihe Economist index [The Economist July 25th, 
1936), deviations from trend 

Germany 

Industrial Pioduction 

1880-1913, 1925-1935 Index of the Tnstitut fur Konjunlrtur- 
forsehimg, Vierteljahreshefte zur Konpmkturforschung, Sonder- 
heft Nr 31, 1933 Konjunkturstatishsches Handbuch, 1936 
Employment 

1904-1932 Percentage of employment (= roo — the percen¬ 
tage of unemployment) among organised workers Statis- 
tisches Jahrbuch fur das Deutsche Reich 

1931-1935 Idem, based on the percentage of registered unem¬ 
ployed to workers under Health Insurance International 
Labour Office 


France 


Industrial Production 

1898-1913, 1919-1935 Index of the Statistique g6n6rale de 
la Trance Annuaire statistique de la France 


Sweden 


Industrial Production 

1913-1935 Index of the Kommerskollegium 
Meddelanden 


Kommersiella 
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Employment 

iqii-1935 Percentage of employment (= 100 — the percentage 
of unemployment) among trade-unionists StaHsHsk Arsbok 


Canada 


Industrial Production 

1919-1935 Index of the Dominion Bureau of Statistics 
Review of Business Statistics 


M onthly 


Eniploxment 

1915-1935 Percentage of employment (— 100 — the percentage 
of unemployment) among trade-unionists The Canada Year- 
Book 


/VUSTRALIA 

Employment 

1906-1935 Peiccntage of employment (= 100 — the percentage 
of uncmploj incnt) among trade-unionists Official Year-Book 
of the Commonwealth of Australia 

Genetal Business Activity 

1880-1922 Yearly index of Roland Wilson The Economic 
Retard 1930 


Id tie — With tlie exception of the United States, all employment indices 
are corrected for trend the currently available labour supply is taken 
as equal to 100 and the fluctuations shown are relative thereto In 
the case of the United btates, the fluctuations in employment are related 
to the employment (not the available laboui supplv) of a given base 
period, 1923-1925 
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DESCRIPITON OF CURVES ON PRODUCflON 
AND EMPLOYMENT HY GROUPS OF INDUSTRIES- 


ITmti 1) Stvies or Amfrica 


Induslnal Production 

Indices of production m investment goods industries t,iuI in 
consumers' goods industries 

i8So-igi8 Economic Intelligence Service of the League of 
Nations 

1919-1935 E'ederal Reserve Board 
Employment 

A Indices of employment in producers’ goods and in consumeis’ 
goods industries 

1899-1918 From Professor P H Douglas, The Theory of 
Wages 

1919-1935 Fiom the Bureau of Labor Statistics 

B Actual number of workpeople employed m producers’ goods and 
in consumers’ goods industries according to the Censuses of 
Manufactures 
1919-1935 Census years 

Unit! d Kingdom 

Indtistna! Production 

Index of production of producers goods and of consumers’ goods 
1880-1928 IIoiFMANN Weltwirtschaftluhes Archiv, September 

1934 

1929-1935 From the Board ot Trade 
Employment 

A Percentage of workpeople wholly employed (= 100 — the percen¬ 
tage of unemployment) in producers’ goods and m consumers’ 
goods industries 

1880-1923, among trade-unionists (for consumers’ goods up to 
1914 only) Abstract of Labour Statistics 
1924-1935, among compulsorily insured workers Abstract of 
Labour Statistics 


* See pages 250 and 281 
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B Number of workpeople wholly employed among compulsorily 
insured workers m producers’ goods and in consumers’ goods 
industries 

1924-1935 Abstract of Labour Statistics 


Germany 

Industrial Production 

Indices of production of producers’ goods and of consumers’ goods 
of the Institut fur Koiijunkturforschimg 

1880-1913 Vierteljahrcshefle zur Konjunkttojorschung Sondei- 
hcft Nr 31, 1933 

1925-1935 Konpmklurstaiistisches Handbuch, 1936 
Employment 

A Peicentage of woikpeople wholly or partially employed among 
organised workeis in producers’ goods and m consumers’ goods 
industries 

1924-1932 Statistisches Jahrbuch fur das Deutsche Reich 

B 1888-1912 1923-1934 Numbei of persons insured against accident 
in German industrial unions, in capital-pioclucing and m other 
industries Statistuhes Jahrbuch fur das Deutsche Rech (Figures 
for 1888-1909 have been reproduced from G Cxssi L, The Theorv 
of Social Economy, Vol IT and his classification lias been adopted 
for the rest of the peiiod ) 


SWT DEN 


Industrial Production 

Indices of production of mvestnient goods and of consumers’ 

1880-1912 (Consumers’ goods, 1909-1912) Economic Intelligence 
Service of the League of Nations 
1913-1935 From the index of the Kommcrskollegium 

Employment 

A Percentage of employment among trade-unionists in producers’ 
goods and m consumers’ goods industries Statistisk Arsbok 

1920- 1935 Producers’ goods industries 

1921- 1935 Consumers’ goods industries 

B Number of workers engaged in producers’ goods and in consumers’ 
goods industries 

1913-1935 Industri, annual report of the Kommcrskollegium 



458 


Appendix II 


Australia. 


Employment 

A Percentage of employment among trade-unionists in produceis’ 
goods and in consumers’ goods industries 
1912-1935 Official Year-Book of the Commonwealth of Australia 


B Number of workers employed m producers’ goods and in consumers 
goods industries 

1904-1935 Production Statistics Annual report of the Common¬ 
wealth Bureau of Census and Statistics 
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